DETROIT PUBLIC LIBRAKY 
__APR4 1960 


April 1960 





THE CANADIAN 


CHARTERED 
ACCOUNTANT 


i 








OPERATIONS RESEARCH 


I. Needs and Pitfalls 


Market F orecasting 


Looking Ahead with the Internal Auditor 


Distribution des Surplus Corporatifs 


Hospital Audit 


SPECIAL FEATURE 


Planning for Growth 


ACCOUNTING RESEARCH: Other Income Tax Allocations 
TAX REVIEW: Profits on Uncompleted Contracts 





Be Objective... 


In our opinion, investment should be objective. It should have a 
purpose and once the purpose is clearly defined, then securities can be 


selected to accomplish that purpose. 


If you want to gamble, good luck to you, but . . . you should be 


prepared to lose and surprised to win. Go in with your eyes wide open. 


If you want to speculate . . . then take a calculated risk. Know why 
your selected securities should be worth more, calculate how much 
more, and in roughly what period of time. Plan your future action in 
the event that you are right . . . and also in the event that you 


are wrong. 


If you want income . . . design a fund for income. If you want 
long-term growth and are willing to take the risks . . . design a fund 


for long-term growth. 


If you want a balanced fund to take care of contingencies and 
provide a chance for reasonable income and growth .. . then design 


your fund that way. 


Plan your investment fund to accomplish your purpose . . . be 


objective in what you do. 


Planning programmes and helping investors be objective is part 


of our job. Perhaps we can help you. 


A. E. Ames & Co. 
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If you're looking for an 
economical way to hasten 

the flow of letters, invoices 
sales and purchase orders, 
financial reports, bulletins, 
monthly statements, stencils, 
price lists, contracts and 
proposals, specification 
sheets, practically any form 
of business data, the 
FLEXOWRITER 

is your answer. This 

the FLEXOWRITER 

does with time-saving 
accuracy, cost-cutting speed. 
Get one of our representatives 
to give you an eye-opening 
demonstration of this 

modern, efficient automatic 
business assistant without 
further delay. 


Iriden FLEXOWRITER 


AUTOMATIC TAPE WRITING MACHINE 


Canadian Distributors : 


OSEPH McDOWELL SALES LTD. 


36 MOBILE DRIVE 
TORONTO 16, ONTARIO 1145-BR 


SALES AND SERVICE ACROSS CANADA 
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Will your Executor be 


experienced — responsible — 






and always available? 





The answer is “yes” if you name National Trust in your Will. 
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Current Business Topics 










In each issue of our Monthly Review and 
Securities List we deal with a current business 
topic or a timely aspect of the Canadian 
economy. Particulars of a number of recent 
new Bond and Share issues are included along 
with prices and yields of Government, Muni- 
cipal and Corporation securities available for 
investment. 











A copy of the Review and Security List will be 
sent regularly upon request. 





Wood, Gundy & Company 


Limited 















Toronto Montreal Winnipeg Vancouver Halifax 
Quebec Kitchener London Hamilton Ottawa 
Regina Edmonton Calgary Victoria 
London, Eng. New York 













VOLUME 76, No. 4 APRIL 1960 
ee 


EDITORIAL 
Toward a Better Tax Law . 


ARTICLES 
Market Forecasting 


Operations Research—1. Needs and Pitfalls 
Patrick J. Robinson 


Inventories and Taxes 


Looking Ahead with the Internal Auditor . 
Kenneth F. Byrd, C.A. 


Distribution des surplus corporatifs iaecsigus 
Charles McLaughlin, C.A. 


The Hospital Audit ... 
Walter W. B. Dick, C.A. 


SPECIAL FEATURE 


The Corporate Viewpoint: Planning for Growth 
James T. McCay 


DEPARTMENTS MONTHLY FEATURES 


Accounting Research ...... 393 In This Issue ......... 332 
, Notes and Comments 342 
Tax Review ......... 399 


News of Our Members . 410 
Current Reading . 405 Institute Notes 41] 


The Canadian Chartered Accountant, April 1960. Published monthly by the Canadian Institute of 
Chartered Accountants. Chairman, Editorial Board, H. S. Mboffet, F.C.A.; Editor, Renny 
Englebert ; Asst. Editor, Jean Vale. Advertising Representative, E. L. Vetter. Editorial and Business 
office: 69 Bloor street east, Toronto 5. Subscription rates: $6 a year; 60 cents a copy. Printed by 
General Printers Limited and mailed at Oshawa, Ontario. Authorized as second class mail by the Post 
Office Department, Ottawa. Opinions expressed are not necessarily endorsed by the Canadian Institute. 














J. M. SMITH (page 349) 

Top management is finding that 
there is little room today for decisions 
based on intuition or guesswork. To 
provide a forecast that is likely to re- 
sult in a successful business operation 
entails looking into the future and 
attempting to foresee probable de- 
velopments anywhere from 5 to 20 
years ahead. Sales forecasting, mar- 
ket forecasting, production planning 
and budgeting all play their part in 
the scheme of things, and in “Mar- 
ket Forecasting” John M. Smith writes 
about some of the determining factors 
which need to be understood by those 
who are likely to work in this field. 
“Marketing forecasting”, he says, “is 
the initial phase of the planning pro- 
cess — it is the place to start.” 

Mr. Smith is a partner in Woods, 
Gordon & Co., Toronto, and in 1958- 
59 served as secretary of the Com- 
mittee on the Organization of Govern- 
ment in Ontario. Previously associ- 
ated with the Canadian Pulp and 
Paper Association, he was economist 
and secretary of the pulp section. He 
is the author of a number of articles 
on the forest industry and on eco- 
nomic subjects. 


P. J. ROBINSON (page 355) 

Patrick J. Robinson recently joined 
Socony Mobil Oil Company Inc., New 
York City, in its newly formed cor- 
porate planning and analysis depart- 
ment, after 12 years with Imperial 
Oil Limited in Toronto where he 
introduced operations research and 
computer and data processing to the 
company in 1952. There is a growing 
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belief, in some quarters, that opera- 
tions research is a challenge to 
modern management and that import- 
ant forward steps in decision making 
can be made through a scientific 
method of approach rather than the 
more proven techniques which are 
widely encountered and have been 
longer established. “Operations Re- 
search — Needs and Pitfalls” crystal- 
lizes the thoughts of Mr. Robinson 
who has been studying the subject for 
many years. The lessons of war, he 
says, have amply demonstrated that a 
fresh, scientifically objective view- 
point can make vital contributions to 
success in business operating in the 
face of conflict and uncertainty. The 
question is: Are we ready to accept 
the challenge? Any real progress is, 
of course, closely related to the busi- 
nessman’s understanding of the sort of 
problems in which he would be likely 
to require assistance from someone 
skilled in the scientific approach to 
management. 

Mr. Robinson holds degrees _ in 
mechanical and industrial engineer- 
ing (B.Eng. McGill), business admin- 
istration (M.B.A. Harvard) and cost 
accounting (R.I.A.). He is a member 
of the Society of Industrial and Cost 
Accountants and the Association of 
Professional Engineers of Ontario. 
He was a special lecturer at the Uni- 
versity of Toronto on operations re- 
search and initiated courses at the 
university covering a seven-year peri- 
od on marketing research and indus- 
trial organization. He is the author of 
numerous papers, articles and book 
contributions on scientific and man- 
agement topics. In 1957 he was a 
speaker at the First International 
Conference on Operations Research 
held at Oxford University. He is a 
member of a number of technical and 
scientific societies. In the May issue 
Mr. Robinson will continue his dis- 
cussion of operations research dealing 
(Continued on page 334) 








YOUR BEST FRIEND FINANCIALLY. 


The Man from Investors 
can show you how to 


Save 


X 
Dollars 


on your Retirement Plan 


Investors Syndicate offers you three 
different types of tax-deductible Reg- 
istered Retirement Plans: (1) fixed- 
interest; (2) equity; 
fixed-interest and equity. Any one of 
these may be qualified as a Registered 
Retirement Plan for Income Tax pur- 
poses—with substantial saving of tax 
dollars for you. 


HERE ARE 4 OTHER WAYS 
INVESTORS CAN HELP YOU 

IN MONEY MANAGEMENT 

- How to Guarantee a Cash Re- 
serve for Your Future. Decide how 
much money you want and when you 
want it. Your Investors Syndicate 
Representative will show you how to 
reach your goal. More than 110,000 
Canadians are using the Investors 
Syndicate Plan to make their savings 
grow. 

How to get More Money from 
Your Investments. By investing as 
little as $1,000 in Investors Mutual, 
you can become part-owner of more 
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(3) combined 3, 


than 100 “blue-chip” securities, repre- 
senting Canada’s major industries 
and enterprises. 

How to Benefit from Long-Term 
Capital Gain. Get information on 
the new Investors Growth Fund. This 
Fund concentrates on common stocks 
— and enables you to share in the 
growing wealth of Canada. 


- Low-cost Group Pension Plans. 


Investors Syndicate and Investors 
Trust Company have complete facili- 
ties for installing and managing low- 
cost Trusteed Group Pension Plans 
—tailored to the exact needs of any 
company. 

For complete details of any of these 
services, contact your Investors’ rep- 
resentative -“ YOUR BEST FRIEND 
FINANCIALLY.” 


Investors 
Syndicate 


OF CANADA, LIMITED 
HEAD OFFICE: WINNIPEG + OFFICES IN PRINCIPAL CITIES 





WHY LET CREDIT 
LOSSES EAT UP 
HARD-WON PROFITS? 


The risk of bad debts . . . of credit 
losses . . . worries about slow pay- 
ments . . . difficult credit decisions— 
these are problems that many of your 
clients face every day. 

They are unprofitable problems, be- 
cause they consume valuable manage- 
ment time and energy; they are gen- 
uine worries, because even one credit 
loss today can seriously jeopardize a 
company’s position. 

Canadian Factors’ service can free a 
manufacturer completely from such 
risks. At very low cost, we can give 
some of your clients 100% protection 
against credit losses — full assurance 
of expected profits — complete relief 
from credit decisions and collection 
worries. 


HERE’S HOW OUR SERVICE WORKS: 
@ We buy the client’s accounts re- 
ceivable outright — he receives 
cash as soon as the merchandise 
is shipped. 
We guarantee payment 100%— 
once we've bought his accounts, 
the credit risk becomes our worry. 
We free the client from making 
credit decisions — he’s able to 
devote his full time to the profit- 
making aspects of his business. 
We relieve him of the expense 
and trouble of accounts-receivable 
bookkeeping, collection and credit 
departments. 
Perhaps these services could be of 
great help to some of your clients. 
If you'd like to discuss the advantages 
of factoring with them, and you 
want more information for your own 
use, write today for our free booklet: 
“Credit Protection and Receivables 


Financing”. 
a. 


CANADIAN 
FACTORS 
CORPORATION 
LIMITED 
423 Mayor Street, Montreal 
VI 9-8681 
Established in 1931. 


(Continued from page 332) 


with the function of the management 
scientist and some of the more fa- 
miliar industrial activities which may 
be related or complementary to opera- 
tional research. 


G. P. KEEPING, F.C.A. (page 361) 


In “Inventories and Taxes”, a sum- 
mary of an address presented last 
June at the income tax seminar at 
Queen’s University, George P. Keep- 
ing discusses some of the basic differ- 
ences expressed by accountants, busi- 
nessmen and the tax law in the valua- 
tion of inventories. “The root of the 
trouble is the lack of stability in the 
purchasing power of the monetary 
unit”, Mr. Keeping feels. “Not until 
an acceptable solution is found to 
this problem and not until that solu- 
tion has become generally accepted, 
may we look to lasting peace between 
ourselves and the interpreters of our 
tax law.” 

Mr. Keeping is a partner in Clark- 
son, Gordon & Co., Montreal and a 
past president of the Institute of Char- 
tered Accountants of Quebec. He is 
chairman of the Companies Act Com- 
mittee of the Canadian Institute and 
a former chairman of the C.I.C.A. 
Taxation Committee. He is a Fellow 
of both the Institute of Chartered 
Accountants of Ontario and the In- 
stitute of Chartered Accountants of 
England and Wales. We are grateful 
to the author and Queen’s University 
for allowing us to reprint the sub- 
stance of his paper. 


K. F. BYRD, C.A. (page 367) 


If, as many believe, we are entering 

a period of more intense competition 
both at home and in overseas mar- 
kets, management will want to see in- 
creased efficiency, decreased waste 
(Continued on page 336) 





airliner... 


Like an airliner, a business transaction isn’t worth much 
until it’s completed... when the invoice is paid. After your 
clients have made the sale and the shipment, AMERICAN 
CREDIT INSURANCE helps them finish the job... completes 
their profit cycle... protects their capital investment in 
accounts receivable. 


The one thing that permits deeper market penetration 
is security ... the security of commercial credit insurance. 
AMERICAN CREDIT INSURANCE facilitates sales progress... 
helps companies add more new customers, sell more to 
present customers...by elevating lines of credit with 
security and stability. 


To extend market penetration and profit 
protection. ..r.ecommend American 
Credit Insurance 


Available through insurance agents... 
or our local office. Send for informative 
booklet on the many sound advantages 
of modern credit insurance. Write 
AMERICAN CREDIT INDEMNITY COMPANY 
of New York, Dept. 43 Montreal, 
Sherbrooke, Quebec, Toronto, Hamilton, 
Woodstock or Vancouver. 


. commercial 
credit insurance 
exclusively since 
1893 








When is 


a Right 
a DUTY? 


Today everyone enjoys as 
his birthright, privileges 
which once were the 
possession of only a few. 
But his birthright also 
includes responsibilities with 
respect to the privileges 

he enjoys. 


Education is one of the 
privileges which carry re- 
sponsibilities. All of us have 
the responsibility, for 
example, of helping to 
ensure that every young 
person has the opportunity 
to complete his education, 
and of seeing that the quality 
of instruction at our schools 
and colleges is maintained 
at a high level. 


Sun Life Assurance Company 
of Canada is preparing, for 
free distribution, a series of 
booklets on educational 
matters of importance. 
These booklets, issued as a 
public service, discuss 
problems in which all of us 
share responsibility. 
Inquiries about this series 
should be addressed to: 


VALUES IN EDUCATION, 
SUN LIFE ASSURANCE 
COMPANY OF CANADA, 
SUN LIFE BUILDING, 
MONTREAL. 
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(Continued from oage 334) 
and anything else that will help it do 
its job better. In such areas, the in- 
ternal auditor is playing an important 
part, and in “Looking Ahead with the 
Internal Auditor”, Kenneth F. Byrd 
shows where internal auditing stands 
today and how the internal auditor 
has a continuing opportunity of un- 
limited scope ahead of him. Accord- 
ing to Mr. Byrd, there is much to be 
saia “_: considering internal auditing 
to be in the field of specialization, in 
the same way as cost accounting and 
controllership. 


The author is professor of account- 
ing at McGill University, a position 
he has held for the past 12 years. For 
nearly 20 years he was professor of 
accounting at Natal University Col- 
lege, Durban, South Africa, and dur- 
ing 1946-47 was dean of the Faculty 
of Commerce. He trained to become 
a chartered accountant in the United 
Kingdom and is a Fellow of the In- 
stitute of Chartered Accountants of 
England and Wales, a member of the 
Natal Society of Accountants and 
the Institute of Chartered Account- 
ants of Quebec. In June he is to 
address the Second Congress of Char- 
tered Accountants of South Africa and 
Southen Rhodesia on “Modern 
Trends in Training for the Account- 
ancy Profession”. 


CHARLES McLAUGHLIN, C.A. (p. 373) 

Bien que du point de vue adminis- 
tration les modes de distribution des 
profits d’une compagnie a ses action- 
naires présentent en général peu de 
problémes, il n’en est pas toujours 
ainsi lorsqu’on en considére les con- 
séquences fiscales. Dans un article 
intitulé “Distribution des surplus 
corporatifs”, Charles McLaughlin ex- 
amine, du point de vue impét sur le 
revenu fédéral, quelques-uns des 
problémes qui accompagnent la dis- 
(Continued on page 338) 





nt- 
ion 
‘or 

of 
ol- 
r- 
Ity 
me 


[n- 


he 
nd 
at- 
to 
1r- 
nd 
m 
it- 


4 fast procedures 


that lower 


accounting costs 


Only“Thermo-Fax’” Copying Machines do so many 
Jobs...so quickly, so easily, for such low cost ! 





Billing Errors. Acknowledge mistakes by 
crossing out incorrect figures on original 
bill, inserting correct ones. Accurate copy 
mailed to customer shows graphic evi- 
dence of correction. 





Auditing. Eliminate errors of hand-copy- 
ing from active records. Copy even full 
size ledger sheets in just 6 seconds. Orig- 
inal documents stay active. Audit at 
your convenience. 


Thermo-Fax 


\Ycopyine propucts eene 





Company 
eRODUctso, 


Address 


City 


*eseanc™ 


eee reer eeeeeeeeeeees 
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Accounting Reports. End delay of typing 
and proofreading monthly balance sheets, 
similar detailed reports. Speed delivery 
with error-free copies of worksheets 
made in 4 seconds. 





Public Relations. Copy pertinent articles, 
helpful information, in seconds. Mail 
copies to clients. Your ‘“Thermo-Fax” 
Copying Machine adds an extra client 


service inexpensively. iiitariniais 
race Mar! 


JMEINNESOTA JUIINING AND ]VJANUFACTURING 004322 
OF CANADA LIMITED, BOX 757, LONDON, CANADA 


Yes ! I’d like to lower accounting costs. Send me details. 


eeeerereereseeeeeseeeee 


Zone Prov. 








(Continued from page 336) 
tribution des profits d’une compagnie 
par actions. 
Monsieur McLaughlin est directeur 
du Service des Impéts 4 la Canadian 
Industries Limited, compagnie avec 
laquelle il est associé depuis douze 
ans. Admis a l'Institut des Comptables 
Agréés de Québec en 1947, il est 
membre du Conseil et président du 
Wi NONANNITG Comité des Impéts de l'Institut. Pro- 
WY LOTS TAWHINY Gi fesseur 4 Ecole des Hautes Etudes 
ae Commerciales et aux universités Mc- 
fe ae Gill et Sir George Williams, il est 
également membre de la Canadian 
Tax Foundation et du Tax Executives 
By factoring their Institute. 


1S 


accounts receivable. 
BY ba Marat ld) 
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sisaen W. W. B. DICK, C.A. (page 381) 


sO lh mea Ta 


way to convert their tied-up capital into For the most part, the techniques 

SL CUE of hospital accounting and auditing 

are similar to those required in any 

corporate assignment, but there are a 

number of peculiar characteristics 

that distinguish the accounting func- 

tion in a hospital from that coming 

under the jurisdiction of a Companies 

Act. In “The Hospital Audit”, Walter 

W. B. Dick discusses some of these 

and tells us that, because the hospital 

is a non-profit institution, the main 

task of the accounting function is that 

of measuring, controlling and report- 

ing on services rendered. For the 

accountant to play his part, it is neces- 

sary for him to understand the rela- 

LOWEST RATES — FOR FULL DETAILS, tionship between the professional ser- 

vice departments in relation to units 

of patient care and the administrative 

service departments in terms of 

money, and to consider both factors 
in an overall accounting system. 

The author has the advantage of 

having studied his subject from the 

A 2 T en be ro T ORS viewpoint of both the accountant and 

m the administrator. He is a partner in 

Hudson, McMackin & Company, 

Moncton, N.B. and for the past seven 

(Continued on page 340) 
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BOOKS, ETC., BY FREDERICK STAPLES 


C.P.A., California and Wisconsin, Member of American Institute of Certified 
Public Accountants. Senior Partner, Frederick Staples & Co. 


C117 


C120 


TITLF 


STANDARDIZED AUDIT WORKING PAPERS (full size set complete, 
including sufficient extra copies of most forms for the average 
engagement). “ 

AUDITING MANUAL 
A book containing each of the above 67 standardized audit WP’s in 
reduced size, filled out for a typical audit engagement, with inno- 
vations explained. 


AUDITING MANUAL 
Should be in the brief case of every accountant. 


AUDIT PROGRAM (WP2) 
What many accountants were waiting for. 


PREPARING FOR THE AUDITORS 
What the client can do to prepare for audit and to help reduce cost. 


QUESTIONNAIRE RE PREPARING FOR AUDIT (WP38C) 
To be filled in with assistance of client. 


SPECIMEN WORK SHEETS FOR THE AUDITORS 
Illustrating some of the schedules the client ordinarily can 
prepare in advance. 


AUDIT REPORT DRAFT (Body of long form) 
For new engagements and the improvement of other reports. 


AUDIT REPORT QUESTIONNAIRE (WP214) 
Covers over 80 important points to be borne in mind when preparing 
a long or short form report. 
REPORT ON INTERNAL CONTROL ...................... 


Over 180 recommendations to client, in final form for typing if 
applicable. 


INTERNAL CONTROL QUESTIONNAIRE, including division of duties 
(WP’s 180A and 181A) 
In such form a copy may be given client. 


OFFICE RULES (Accounting firm) 
Covers internal office matters. Not an auditing manual. 


THE INVENTORIES 
Inventory taking, valuation and testing by the outside auditors. 


INVENTORY TAKING INSTRUCTIONS 
May be used, in many cases, as is, after filling in a few spaces. 


VALUATION OF UNLISTED STOCK (F214) 


MONTHLY FINANCIAL STATEMENT FORMS. full size, including 
master chart of accounts 
Many concerns have put monthly reports into use in a fraction of 
the time ordinarily required by selecting su‘table forms from this set. 


THE MONTHLY FINANCIAL STATEMENTS 
Contains most of the forms mentioned under C116 above, in reduced 
size, filled out for a typical concern. 


SPECIAL COMBINATION PRICE FOR ONE OF EACH OF THE 
ABOVE STAPLES’ WORKS (a saving of $2.95) 


C120A SPECIAL COMBINATION one OF ONE OF EACH EXCEPT 


ITEM #1 (a saving of $2.00 


NO. OF 
PAGES 


67 


All books sent on 10-day approval * All prices F.0.B. Thiensville, and subject to change 
without notice. * Postage paid on cash orders. Same refund guaranteed * Full payment 
should accompany foreign orders * Remittance should accompany any order for $2.50 
or less, and should include a service charge of 25 cents. 


THE COUNTING HOUSE PUBLISHING CO. 
THIENSVILLE, WISCONSIN, U.S.A. 





@ The Standard Work in The Field 


Montgomery’s AUDITING 


Norman J. Lenhart, CPA, and Philip L. 
Defliese, CPA—Partners of Lybrand, Ross 
Bros. & Montgomery 


Famous key to auditing principles and practice 
gives expert counsel based on wide ex ence ; 
quick answers to practical questions. Reflects 
the impact on auditing of today’s changing 
business conditions, taxes, rising price levels, 
ete. 4-way presentation discusses each major 
account in terms of accounting principles, 
internal control, auditing procedures, and state- 
ment presentation. ‘Final authority in the 
field.”” — Accountants’ Digest. 8th Ed., 1957. 
766 pp. $10 


Principles of 
ENGINEERING ECONOMY 


Eugene L. Grant and W. Grant Ireson 
—both Stanford University 


Completely revised and up-to-date, Fourth Edi- 
tion analyzes the economic aspects of engineer- 
ing decision making. It gives basic principles 
for making hundreds of practical decisions 
involving acquisition and retirement of capital 
goods, choosing between alternative methods of 
financing, and income tax considerations of 
investment proposals. Special attention is paid 
to capital rationing, analysis involving mathe- 
matics of compound interest, operations re- 
search concepts, etc. 4th Ed., 1960, 98 ills., 
tables; 574 pp. $8 


ACCOUNTING SYSTEMS 


Design and Installation 


J. Brooks Heckert, CPA, The Ohio State 
University; and Harry D. Kerrigan, CPA, 
University of Connecticut 


Widely used book saves hours of time and 
“spade work’”’ in designing, installing, or im- 
proving systems. Organized around the essen- 
tial business functions, book shows how to 
analyze systems situations quickly, determine 
data and statistics needed, design records and 
procedures for efficient coordination of opera- 
tions. Emphasizes internal contro] aspects of 
each accounting procedure; includes cases, 
forms, diagrams, flow charts, etc. 2nd Ed., 
1953. 348 ills.; 663 pp. $8 


-——-USE THIS COUPON TO ORDER—--~; 


Please send books checked below: | 


(0 Montgomery’s Auditing, | 
8th Ed., Lenhart-Defliese $10 | 


[] Principles of Engineering | 


Economy, 4th Ed., Grant-Ireson $8 | 
(J Accounting Systems, | 
Heckert-Kerrigan  ...................:..00:00006 $8 


Enclosed find remittance in U.S. funds. | 


Firm 


CCA-8 | 
Ordered by : shale en ib ceaglabiscs | 
PND scecincsissescten Trt oath celg Siae ahnccemasts abussavensece | 
BO ii catadciihliss sé melodica teas 5S ci steninis ! 


THE RONALD PRESS COMPANY 


15 East 26th St., New York 10 
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years has been chairman of the Com- 
mittee on Accounting and Statistics 
of the Canadian Hospital Association. 
He was also for 12 years accounting 
consultant to the Maritime Hospital 
Association. He is a member of the 
New Brunswick, Prince Edward Is- 
land, Nova Scotia and Ontario Insti- 
tutes of Chartered Accountants. He 
is also a member of the New Bruns- 
wick Society of Industrial and Cost 
Accountants and the National Associa- 
tion of Accountants. 


EDITORIAL (page 347) 

Every year representatives of busi- 
ness and trade associations endeavour 
to rid themselves of current or pro- 
posed government legislation or sub- 
mit recommendations for technical 
changes. Tax laws are no exception, 
and while it is probably fair to say 
that the Income Tax Act of this 
country compares favourably with 
those of other large countries, both 
as to efficiency and simplicity, there 
are undoubtedly improvements which 
can, from time to time, be made. “To- 
ward Better Tax Law” by Lancelot J. 
Smith deals with an important recom- 
mendation contained in this year’s 
joint brief on amendments to the In- 
come Tax Act which was submitted 
to the Government by the Canadian 
Institute of Chartered Accountants 
and the Canadian Bar Association. 


Mr. Smith, a partner of Gunn, 
Roberts and Co., Toronto, has written 
many tax articles. From 1943 to 1956 
he was the author of “How to Prepare 
Your Income Tax” which was pub- 
lished annually. A member of the 
Institute of Chartered Accountants 
of Ontario, he serves on the Council 
of the Institute. He is also a mem- 
ber of the Taxation Committee of the 
Canadian Institute of Chartered Ac- 
countants. He was admitted a Fellow 
of the Ontario Institute in 1947. 
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a THIRD ANNUAL C.A. REVIEW COURSE 


tics 

on. 

ow UNIVERSITY OF SASKATCHEWAN, SASKATOON 
lta 

th 

Is JUNE 13 THROUGH JUNE 30, 1960 
ti- 

He The Review Course is designed as an intensive review of studies that have 
ns- already been completed by the candidates. The emphasis of the program 
E will be placed on developing approaches to solutions of problems and answers 
ost to questions that are typical of the Intermediate or Final Chartered Account- 


ants’ examinations. 


‘ia- 

Classes will be held each day, for at least six hours, from Monday through 

Friday inclusive. Class sessions will be taken up with lectures, discussion, 

problem material, and test examinations. Separate courses will be conducted 

for Intermediate and Final candidates, in each case, the syllabus followed 

‘ being that of the Intermediate and Final Chartered Accountants’ examination 
1S1- respectively, 


yur 

Professor John R. E. Parker, C.A. will direct the Review Course, assisted in 
ro- the lecturing by Mr. David H. Bonham, C.A., and Mr. Maurice W. Vance, 
1b- CA: 
cal As it may be necessary to limit enrollment, interested students are urged to 
on, apply promptly. Registration forms may be obtained by writing: C. A. Review 


Course, College of Commerce, University of Saskatchewan, Saskatoon, Saskat- 
my chewan. 
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n- An outline of accounting and income tax problems peculiar 
ed to the industry 
an 
by A. J. Little, F.C.A. and W. L: MacDonald, F.C.A. 
its 
This new C.1.C.A. publication deals with accounting prac- 
n, tices adopted by major companies in the mining industry, with 
en special emphasis on depletion, inventory valuation and the 
36 effect of income tax legislation. 
re 4 
% A number of sample financial statements are set out to 
. show the various methods of presentation, and the book also 
7 contains a great deal of useful information in regard to the 
a t taxation of mining inccme. 
ol 
" 72 pages 6x9, cloth-bound $3.00 
he The Canadian Institute of Chartered Accountants 
C- 
69 Bloor Street East Toronto 5, Ontario 
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Tax Brief Presented 

On February 22 a committee repre- 
senting the Canadian Bar Association 
and the Canadian Institute of Chart- 
ered Accountants submitted a joint 
brief of recommendations for amend- 
ments to the Income Tax Act to the 
Ministers of Finance and National 
Revenue. The text of the brief was 
published in CCA March 1960, pages 
269 to 287. 


“The C.A. in Canada” 

A re-edited version of the film ‘The 
C.A. in Canada”, produced by Craw- 
ley Films Limited for the Canadian 
Institute of Chartered Accountants, 
has been sent to the Provincial Insti- 
tutes and C.A. Clubs requesting it. 
Copies of the revised film have also 
gone to the Provincial Departments 
of Education. 


New C.1.C.A. Publication 


“Mining Accounting in Canada”, an 
outline of accounting and income tax 
problems in the mining industry, has 
just been published by the Canadian 
Institute of Chartered Accountants. 
Written by A. J. Little, F.C.A. and W. 
L. MacDonald, F.C.A., this 72-page 
book gives special emphasis to deple- 
tion, inventory valuation and the ef- 
fect of income tax legislation. It may 
be obtained at $3.00 a copy irom the 
Canadian Institute, 69 Bloor Street 
East, Toronto 5, Ont. 


New M.B.A. Course at Queen’s 

A graduate course leading to the 
degree of Master of Business Adminis- 
tration will be offered by Queen’s 


University for the first time this fall. 
The two-year course will include in its 
curriculum marketing and sales man- 
agement, financial management and 
control, business policy and adminis- 
tration, production management and 
labour relations. Similar courses are 
presently being offered at the Univer- 
sities of Toronto and Western On- 
tario. 


Internal Auditors’ Dinner 

Mr. George Gathercole, Deputy 
Minister of the Department of Eco- 
nomics for the Province of Ontario, 
will address the 16th anniversary din- 
ner of the Institute of Internal Audi- 
tors (Toronto Chapter) on April 21 
in the Royal York Roof Garden. His 
subject will be “Development and Fu- 
ture Potential of the Province of On- 
tario”. All chartered accountants in 
the Toronto area are cordially invited 
to attend this dinner. 


Personnel Conference 


The 18th Annual Personnel and In- 
dustrial Relations Conference will 
take place at the Royal York Hotel, 
Toronto, on April 28 and 29. 


American Institute Research Projects 


The newly organized accounting re- 
search division of the American Insti- 
tute of Certified Public Accountants 
has started an investigation of a num- 
ber of research projects which, it is 
expected, will form the basis of formal 
pronouncements by the Accounting 
Principles Board. The four projects 
already under way are: 

(Continued on page 344) 
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(1) A study of the basic postulates 
and broad principles of accounting, 
under the direction of Professor Mau- 
rice Moonitz of the University of 
California. (2) Accounting for in- 
come taxes, under the direction of 
Professor Homer A. Black of Florida 
State University. (3) Accounting for 
leases, under the direction of Profes- 
sor John H. Myers of Northwestern 
University. (4) A study of business 
combinations, with particular refer- 
ence to the “pooling of interests” ap- 
proach to the problem. This project 
is under the direction of Professor 
Arthur R. Wyatt of the University of 
Illinois. 


Federal Government Employment 
Employees of the Government of 

Canada, including Crown corpora- 

tions, numbered 343,952 in September 





1959 compared with 340,121 in Sep- 
tember 1958, according to figures re- 
cently released by the Dominion Bur- 
eau of Statistics. Earnings of all per- 
sons employed by the Federal Gov- 
ernment in the January 1 - September 
30, 1959 period were just under one 
billion dollars ($998,295,000) com- 
pared with $951,203,000 in the like 
1958 period, an advance of 5%. 


C.L.C.A. Committee Meetings 


The Sub-Committee on Accounting 
and Auditing Research met on March 
9 in Toronto under the chairmanship 
of H. I. Ross of Montreal. 


The Sub-Committee on the Bro- 
chure for Bankers held a meeting on 
March 15 in Toronto. Chairman was 
H. R. Macdonald of Toronto. 


In the News 


DANIEL SpracuE, C.A. (Man.) has 
been appointed a director of the Bank 
of Canada. 


Correction 

In the March issue it was stated 
that the 1960 annual meeting of the 
Alberta Institute will be held on June 
16 and 17. The correct dates are June 
23 and 24. 


CURRENCY EXCHANGE RATES 


The following nominal rates of exchange 
are supplied by The Canadian Bank of 
Commerce, International Department, Head 
Office, Toronto, as at 4 p.m., Feb. 29, 1960: 


Australia (pound) 2.18%; Belgium (franc) 
.0191; Denmark, (kroner) .1380; France 
(franc) .1940; Germany (d. mark) .2285; 
India (rupee) .2005; Italy (lira) .00155; 
Mexico (peso) .0763; Netherlands ( guilder) 
.2925; New Zealand (pound) 2.66%; Nor- 
way (kroner) .1335; Sweden (kronor) 
.1840; Switzerland (franc) .2195; Union of 
South Africa (pound) 2.67%; sterling in 
Canada 2.66-2.67; sterling in New York 
2.80%-2.80%; U.S. dollars in Canada 5-4% 
discount. 
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CANADA LIFE 
offers you the assistance of 


its Estate Service Division 





For many years this Division has served members 
of the accounting profession in detailed analysis 

of the numerous complex problems, both personal 
and corporate, encountered in the estates of 

their clients. Many accountants have found this 

of assistance to them in the over all planning 

of their clients’ affairs. This service is available from 
coast to coast in Canada. 


Consult the Manager of the nearest 
Canada Life Branch. 
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Green Lantern Bldg. 150 Kent St. . Electric Railway Chambers 
QUEBEC TORONTO CALGARY 

580 Grande Allée E. 330 University Ave. Lancaster Bldg. 
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THE NEW 360 


Any member of your staff can oper- 
ate a GESTETNER Duplicator quickly 
and easily — can produce print-like 
copies in any quantity—with worth- 
while saving of both 

time and money. 


Write us for a 
Balance Sheets, Operat- Portfolio of 


ing Statements, Reports, Specimens of 
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Sheets and other Internal applicable to 
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duced clearly and econo- Accountant. 

mically. The new 300 

Series of GESTETNER 

Duplicators is outstanding for trouble- 

free operation, and there is a model 

to suit every need and every budget. 


GESTETNER (CANADA) LIMITED 
117 KING STREET WEST - TORONTO - CANADA 
With Branches in all Principal Cities 
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CHARTERED TRUST 
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® Savings Accounts @ Executor of Will 


® Guaranteed Investment @ Estate Planning 


Certificates 
@ Pensions for Self- 


® Real Estate Agent Employed 


@ First Mortgage Loans @ Investment Management 


CHARTERED TRUST 


COMPANY 
34 KING ST. W. TORONTO 


Deer Park Kingsway York Mills 
20 St. Clair Ave. W. 2972 Bloor St. W. 1518 Bayview Ave. 


ANVSWO? 





Editorial 


TOWARD BETTER TAX LAW 


THE JOINT committee representing the Canadian Bar Association 
and the Canadian Institute of Chartered Accountants has recently 
submitted its recommendations for amendments to the Income Tax 
Act to the Ministers of Finance and National Revenue. 

The legal and accounting professions are interested in the de- 
velopment of sound income tax law, and their experience with clients’ 


affairs makes them particularly well qualified to point to loopholes as 
well as inequities in the Income Tax Act. It is indeed fortunate that 
so many practitioners across Canada are willing, in the interests of 
public service, to contribute so much of their time and effort in the 
preparation of material for consideration of the joint committee. 

The 1960 brief contains 40 recommendations. Accountants will be 
particularly interested in what the joint committee has to say about 
the use (or rather misuse) in the Income Tax Act of the word “re- 
serves”, as well as the recommendations concerning personal corpora- 
tions and foreign business corporations. However, by far the most 
important recommendation in the 1960 brief is that a Royal Com- 
mission or special committee be appointed to study the problems 
arising generally from taxation of the income of a corporation against 
both the corporation and the shareholders to whom it is distributed, 
and in particular relating to the designation of surplus under section 
28(2) of the Income Tax Act, with the object of suggesting a new 
approach. The joint committee feels that the introduction of the 
designated surplus provisions into the Act, and the piecemeal enact- 
ments to prevent taxpayers from escaping their consequences, has re- 
sulted in complication, confusion and uncertainty. 

The joint committee did not advance any specific suggestions for 
consideration by the proposed Royal Commission or special commit- 
tee. However, some accountants feel that much of the complication 
in the Act would disappear if dividends from taxable Canadian 
corporations were made exempt from taxation. Furthermore, the 
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loss of government revenue which would result from granting such 
an exemption could be offset by an amazingly small increase in the 
rate of corporate tax. 

Before embarking on such a radical scheme, consideration would 
have to be given to many side issues. For example, would it be fair 
to exempt dividends paid out of undistributed income accumulated 
before the change in the tax system without imposing at least a small 
rate of special tax on the company for the privilege? As non-resident 
shareholders would be deprived of claiming a tax credit against the 
tax paid in their own country if the withholding tax is replaced by 
an unidentified increase in the general rate, should the non-resident 
withholding tax be retained with provision that the corporation be 
allowed a credit against its tax of an amount equal to the non-resi- 
dent tax withheld on dividends paid out of income accumulated since 
the commencement of the new system? Furthermore, as the 20% 
dividend credit under the present system is not allowed against the 
non-resident withholding tax, non-residents are now paying a higher 
toll on dividend income leaving Canada, and should they not con- 
tinue to do so? 

Perhaps the most serious objection to exempting dividends from 
taxation is that it runs foul of the generally accepted theory that the 
rich should be “soaked”. However, experience has shown us that 
the rich have avoided being soaked by refraining from taking divi- 
dends, and thus the change in system could very well increase their 
contribution to the treasury. 

It is conceivable that a Royal Commission or special committee 
might find that the advantage to be gained by relieving dividends 
from taxation, in the interests of simplifying the law and its adminis- 
tration, substantially outweigh any of the disadvantages. 





960 


Market Forecasting 


JOHN M. SMITH 


IT Is PRESUMABLY unnecessary to de- 
vote space to arguing the desir- 
ability of forecasting, of the “market” 
variety or any other. The whole 
matter of planning — whether it re- 
lates to financial or manpower bud- 
geting, to resource utilization, product 
development or price policy — is gain- 
ing increasing recognization and _at- 
tention as proper management pro- 
cedure. Whatever its purpose, plan- 
ning logically starts with a forecast. 

If the desirability of forecasting 
need not be defended, brief mention 
might nevertheless be made of its 
feasibility. The comment is heard 
quite frequently that “the demand for 
our product just is not predictable”, 
or “there is no way that the market for 
our product can be forecast”. 


The first reply to such statements 
should be to concede that in some in- 
stances forecasts of any degree of re- 
liability are indeed difficult to make. 
There may be very little published or 
otherwise available information, or 
the vagaries of the weather may play 
an important part. 

Without minimizing the difficulties, 
a better answer is that forecasts are 
implicitly being made from the day 
the enterprise in question is no more 
than a gleam in a promoter’s eye. The 


question, then, is not whether fore- 
casts will be attempted but, rather, 
whether they will be approached sys- 
tematically or simply by instinct or 
“feel”. 


Use of Assumptions 

Though we shall be unable to go 
much further without some defini- 
tions, an introductory word about as- 
sumptions fits logically here. Fore- 
casts being difficult things to make, it 
is semetimes thought that the use of 
assumptions makes them easier. Un- 
deniably, a few well-chosen assump- 
tions makes the life of the forecaster 
easier. 

Such assumptions, along with some 
judiciously vague phrasing, can add 
up to some very useful “hedges” when 
the time comes to see how the fore- 
cast turned out. They can greatly im- 
prove the forecaster’s box score. By 
the rules of the game, where events 
subsequently violate an assumption, 
that particular game is ruled “no 
contest” if the forecast turns out bad- 
ly. If, despite the violated assumption, 
the forecast turns out well, the result 
goes into the “win” column. 

This is not to say that all assump- 
tions should be viewed with suspicion. 
They are a necessary part of any fore- 
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cast, and at times they can be very 
broad. It is both necessary and 
proper, for example, to prepare a fore- 
cast with the assumption that there 
will be no major war unless war is 
either imminent or has started. There 
was one classic case where the fore- 
cast started: “Barring peace or war 

. .” That seemed to have things 
well- hedged but, in fact, being written 
(as it was) at a time when the cold 
war was at a peak, it was really an 
assumption that the general environ- 
ment would continue as it then was. 

Assumptions should meet three 
rules: they should be explicitly stated, 
there should be as few as possible, 
and they should be reasonable. Here, 
as in law, “reasonable” is an elastic 
term, but a great deal can be under- 
stood about what is reasonable from 
the study of historical patterns and 
trends. We shall return to the matter 
of patterns and trends later. 


Definitions 

Let us be clear at once that market 
forecasting does not, for present pur- 
poses, refer to the stock market. It 
means the market for a commodity or 
a commodity group, e.g. gasoline or 
petroleum products generally. 

In this article we shall distinguish 
between market and sales forecasting, 
dealing only with the former. Sales 
forecasting is the process of estimat- 
ing company sales performance, one 
measure of which is its share of the 
market. Put briefly, the “market” is 
the whole pie, “sales” is the piece the 
individual company gets. 

We might further identify market 
forecasting as being the initial phase 
of the planning process. It is, of 
course, no more important than any of 
the other phases: sales forecasting, 
production planning, financial plan- 
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ning, and so on. But it is the place to 
start. What is the size of the market? 
What are its growth prospects? 
Where is it located? What is the 
competitive situation? The answers to 
these questions are brought to the 
succeeding phases of planning. 


Length of Forecast Periods 

The only other important distinction 
which need be made at this point con- 
cerns the terms of the forecast, short 
or long. Ordinarily, the short term 
will look ahead one year or less while 
the long will generally cover a period 
of, say, three years or more. To the 
logical question: “What about the 
period from one to three years”?, the 
answer is that it is best left alone, 
for reasons mentioned below. 


In the broad language generally 
used for definitions, the purpose of 
the short-term market forecast is to 
assist in adapting the level of opera- 
tions of the firm to the expected mar- 
ket environment, that is, to assist in 
developing production scheduling, 
price and purchasing policies, adver- 
tising programs, etc. As opposed to 
this, the long-range market forecast 
is intended to assist in adapting the 
firm itself (or the firm’s products) to 
the expected market environment. 
Specifically, this might involve plant 
expansion or modernization, reloca- 
tion, the introduction of new pro- 
ducts or product redesign. 


It is the normal desire of forecasters 
that their predictions, whether long or 
short-term, should be accurate, but 
different degrees of accuracy are 
being attempted in these two broad 
types of forecasts. The difference in 
attempted accuracy corresponds with 
the distinction between the cyclical 
and seasonal behaviour of most busi- 
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MARKET FORECASTING 


nesses in the short run and the basic 
trend that it exhibits over many years. 


The short-term market forecast 
attempts to “call” the shape of the 
fluctuation in the forecast period; it 
is concerned with the expansion and 
contraction phases of the market or, 
as a current phrase has it, with “turn- 
ing points”, and with the typical sea- 
sonal variation anticipated. A forecast 
looking ahead for 12 months says very 
little if it expects the “market” to be 
5% over the preceding like period. One 
that sees the expansion concentrated 
in the first six months (or whatever ) 
and closing the year on a downtrend 
says a great deal more to assist in 
formulating production or purchasing 
policies or in sharpening inventory 
control. 


With some oversimplification, it can 
be said that the long-range forecast 
ignores cyclical variations. It is con- 
cerned, as was mentioned previously, 
with the basic trend of the market: 
the probable rate or pattern of growth 
(or decline); shifts in users’ require- 
ments associated perhaps with chang- 
ing income levels, tastes or buying 
habits; or the changing structure of 
the market possibly as a result of 
new import or export considerations. 


The line that is charted to describe 
the expected future trend of the mar- 
ket might be any shape. It might be 
a rising straight-line trend, suggesting 
equal annual increments in the fore- 
casting period, or a simple percentage 
growth curve. It might step up to an 
entirely new level if, with a certain 
volume reached, a whole new market 
opens up. But it would be an unusual- 
ly ambitious long-range market fore- 
cast that sought to pinpoint, for three, 
five or ten years hence, the position 
on the business cycle which, for the 
particular commodity or industry, 
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would then prevail. Thus the fore- 
cast will be legitimately “out” at its 
termination point and in the interven- 
ing years by the extent that cyclical 
swings vary from trend. 


The qualification might be added 
to this, however, that an appreciation 
of the magnitude of cyclical variations 
in the past might usefully be used in 
evaluating the long-range projection. 
If the trend looks like, say, a growth 
of 5% per year while cyclical (and/or 
seasonal) variations of +380% have 
not been uncommon, this latter char- 
acteristic is of importance to sub- 
sequent planning considerations. But 
the distinction stands, nevertheless, 
that the short-term forecast must con- 
cern itself with seasonal and cyclical 
patterns while long-range forecasts 
deal in basic trends. 


Brief reference might again be 
made to the future period covering 
one to three years which was missing 
from the outlined short-term and long- 
range scheme. 


Beyond 12 months ahead, it is ex- 
tremely difficult to indicate the prob- 
able pattern of cyclical variation. Con- 
versely, a trend projection (the pur- 
pose of the long-range forecast) is 
likely to have little significance since 
the trend change in the short time of 
one to three years will probably be 
overshadowed or obscured by cyclical 
changes. Though such forecasts may 
be necessary in some circumstances, 
they are rare, and properly so. 


“Minimum” Forecasts 

A good working rule on the lengths 
of forecast periods is that they should 
be kept to a minimum. The limita- 
tions of the available forecasting tech- 
niques, the number and complexity of 
the variables that will influence the 
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result and the unforeseeable (but in- 
evitable) factors which will come 
along combine to make forecasts more 
tenuous as their terms are extended. 


Occasionally, though the common 
defect is too little rather than too 
much, instances of “over-forecasting” 
are encountered. The purposes of the 
forecast should be carefully consider- 
ed, but the central notion is that the 
forecast period should be related to 
the minimum required lead time. 


Mining or pulp and paper com- 
panies might be justified in taking a 
very long look ahead if the question 
or resource availability is involved, 
as development or conservation mea- 
sures may require a long lead time in 
order to become effective. In much 
the same way, a five-year lead might 
be necessary where the problem is 
company expansion, and location, site 
or financing is involved. Where the 
market forecast is to be used in sales 
forecasting and, in turn, in production 
scheduling, the overall forecast period 
will generally be broken down into 
shorter periods as long or as short as 
the production lead time. 


The spacing or frequency of fore- 
casting is a related matter. In no 
instance should forecasts be thought 
of as “one-shot performances”, but the 
requirements of individual firms will 
vary widely. Most firms prepare an- 
nual market and sales forecasts, in 
conjunction with their budget prep- 
aration, and frequently this will be 
followed by a mid-year check. If staff 
and time are available, short-term 
forecasts should be prepared quarter- 
ly, for the ensuing four quarters. As 
to longe-range forecasts, those that 
cover a five-year period probably will 
require annual review. In those rarer 
cases where 25-year forecasts or pro- 
jections are undertaken, these will 


probably be stated in very general 
terms and will have implications for 
only the broadest of company policies. 
It is likely that these need review only 
at five-year intervals, unless some 
basic change has occurred or is ex- 
pected. 

Speaking generally of the time peri- 
ods (the terms) which forecasts 
should cover and the frequency with 
which they should be prepared, the 
procedure should be to make the fore- 
casts more specific and detailed as the 
terms shorten. Referring again to 
“over-forecasting”, occasionally one 
sees a short-term forecast by months, 
or even weeks, for a whole year 
ahead. Compared to subsequent re- 
sults, its accuracy tends to decrease 
rapidly towards the end of the fore- 
cast period. Preparation of such fore- 
casts is a source of frustration to 
those concerned, and on examination 
it is often found that only the fore- 
casts for the months or weeks immedi- 
ately ahead are of use to manage- 
ment. 


As mentioned, forecasting needs 
of firms vary but, as a pattern, a 
better procedure might be to spell out 
in detail, by weeks or months, only 
the ensuing quarter, with successive- 
ly more generalized projections for 
the quarters that follow. As the fore- 
cast quarters move closer, more detail 


is added. 


Forecasting Procedures 

It is impossible to deal in detail 
with the various techniques or meth- 
ods that may be used in the prepara- 
tion of market forecasts. Two points 
can be singled out on the broad ap- 
proach. 

The first of these concerns the 
proposition that the future market 
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trend (long or short) for a particular 
commodity or commodity group 
comes out as a result of the varying 
influences of a wide range of factors. 
The size or trend of the market will 
be determined by these factors, and 
the name “determinants” is thus given 
to them. 

Unfortunately, human beings, 
whether forecasters or otherwise, can- 
not comprehend all the determinants 
in a given situation, understand the 
interplay of influences on one another 
or on the product in question, or 
separate and measure more than a few 
of them. The last of these is the pro- 
cedure commonly used, but it follows 
that both the method and the result 
abstract from total reality. This is an 
unavoidable source of error. 


It is surprising, however, how well 
this process of abstraction can work, 
how often the essential shape, if not 
the precise contours, of the near and 
longer-term market trend responds to 
the movements of a few main deter- 
minants. Even when there are several 
determinants to contend with or the 
relationships are complex, it is still 
necessary to begin the forecast with 
analyses and sometimes forecasts of 
the determinants. 


If the forecast is for the new- 
car market, cognizance should be 
taken of, say, the age distribution and 
size of the existing car population, ex- 
pected personal income levels and 
probable credit conditions. If steel 
market requirements are to be pre- 
dicted, user-industry trends must be 
analyzed and projected. Depending 
on the steel shapes and sizes involved, 
this might require an appraisal of the 
outlook for automobiles, many of the 
durable goods and construction activ- 
ity. 

It will be evident that, if this pro- 
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cess of abstraction is to be successful, 
it will involve a wise choice of deter- 
minants; their influence must be such 
that they keep account for or explain 
the movement of the variable that is 
being predicted. Moreover, if there is 
more than one determinant, their 
relative importance or the weight of 
their influence must be assessed. 


A simple example of the use of 
relative weights is afforded by again 
citing steel: automobiles might ac- 
count for 25% of the market, major 
appliances and construction, say 15% 
each, and other user-industries would 
be added. These percentages indicate 
the weights that should be assigned in 
assembling the composite market out- 
look. 


In contrast to the approach sug- 
gested above, one sometimes en- 
counters the practice of simply pro- 
jecting the past pattern that the mar- 
ket has shown. This at least has the 
advantage of objectivity, which is an 
improvement over simple guesswork 
or wishful thinking. But it implicitly 
makes the doubtful assumption that 
the determinants (which it does not 
identify) will continue to operate in 
future as they have in the past. As 
a method of deriving forecasts it is 
much simpler, but also very much in- 
ferior,; to an approach by the identifi- 
cation and analysis of the principal 
determinants and their relationship 
to the commodity. 


Historical Data 

The second point which might be 
singled out under the general heading 
of forecasting procedures is the im- 
portance of records of past experi- 
ence. This follows logically the point 
about determinants and relationships, 
since this kind of analysis pre-sup- 
poses historical records when com- 
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parisons are made and relationships 
are identified. 

It is surprising how often these 
records are not kept, even in instances 
where data are readily available from 
government or published industry 
sources. Often the need for records 
is dismissed as being “history” and “of 
no value in solving the problems we 
face today”. 

It can readily be granted that times 
and markets change, but it is equally 
true that much is to be learned from 
history. It imparts a sense of per- 
spective, a sense of what is normal or 
customary and what is unusual. If the 
“rormal” or “customary” is changing, 
an examination of the record might 
bring this out. As a case in point, a 
recent analysis of automotive sales by 
months since before World War II 
disclosed a changing shape in the 


typical seasonal pattern of sales which 
the industry had been only dimly 
aware of, if at all. 

Often where some attempt is made 
at analysis and forecasting, such re- 
cords as are kept are used only to 
compare the latest quarter or month 
with the same periods a year earlier. 
Where comparisons are confined to 
this, they shed little light on the true 
performance since neither one is likely 
to be a valid standard for comparison. 

The simple fact is that no one can 
forecast accurately in the sense of 
foreseeing things to come. At best, 
we can only project our experiences, 
adjusting in the light of such changes 
as are foreseeable or anticipated. 
The more completely our past ex- 
perience is recorded and analyzed, 
and therefore understood, the more 
reliable the projection is likely to be. 


The Accountant in Management 


The term “accountant” has come to be a little misleading in relation 
to the demands made upon him. It is a misnomer which may well confuse 


the layman. 
accounts and figures. 


It creates the erroneous impression of a limited concern for 


Increased productivity and efficiency depends upon finding competent 


people to fill the position in industry, commerce, and government. To this 
end the expansion of the accountancy profession is an urgent requirement 
to provide the trained administrators to manage the complex organizations 
which are a pattern of modern economic life. The accountant has a major 


role to play as an integral part of the management team. 
—E. C. D. Evans, “Accountancy and Management”, 
The Accountants Journal, February, 1960. 
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Operations Research 


1. Needs and Pitfalls 


PATRICK J. 


Since World War II, we have recog- 
nized both evolution and revolution in 
our home life, mode of transportation, 
and approach to work of all sorts, but 
are we adequately aware of pertinent 
new developments and _ potentialities 
in our business operations? We have 
entered a new era of high-speed com- 
munications and many other marvels 
of electronics and automation, plus 
the scientific and technical skills to 
develop and profitably exploit these 
advances. But do we recognize the 
inevitably profound impact that these 
must have on management planning 
and control? If we are aware of, but 
have not adjusted our thinking to, 
these changes and new concepts, what 
should we do about them? Are we in 
fact running the risk of “dating” our- 
selves and, in a sense, the accounting 
profession? 

Unless we are satisfied that we have 
a fairly complete understanding of, 
and are making an unusually progres- 
sive adaptation to, these advances and 
new notions, there should be value in 
at least scanning the spectrum of rele- 
vant recent developments from an 
overall accounting and financial man- 
agement viewpoint. 

The lessons of war have amply de- 
monstrated something of general 
value apart from military or political 


ROBINSON 


considerations. A fresh, scientifically 
objective viewpoint can make vital 
contributions to success in activities 
involving systems, people, materials, 
limited resources and organization 
structures operating in the face of 
conflict and uncertainty. This hap- 
pens to be a fair description of the 
operating environment and make-up 
of most businesses today. Admittedly, 
much progress has been made. Many 
firms can and do employ such estab- 
lished techniques as double-entry 
bookkeeping, break-even charts, 
source and disposition of funds and 
other financial statements, pro-forma 
and discounted cash flow analyses, in- 
tegrated data processing, statistical 
quality control, engineered standards 
and predictably reliable audit pro- 
cedures based on probability samp- 
ling. But, as most of us will concede, 
there are many important gaps in our 
progress. Many firms still operate 
with outmoded and inadequate meth- 
ods, and we are in general “not farm- 
ing as well as we know how”. The 
price of ignoring progress and refus- 
ing to adapt may not bring an imme- 
diately obvious penalty, but the event- 
ual unfortunate reactionary impact is 
virtually assured. Unquestionably 
the problem areas are broad and com- 
plex. Likely no one profession can 
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cope with this challenge. Those that 
do contribute will eventually emerge 
as major participants in the practice 
of management in the future, and 
long-established and accepted profes- 
sions such as accountancy and engin- 
eering will be expected to lead this 
evolution. 


Implications of Change 


We all remember from history that 
the first Industrial Revolution involv- 
ed “transfer of mechanical skills” to 
machines from manual operations. It 
sowed the seeds for today’s mass pro- 
duction of goods and interchangeable 
manufacture of parts and components. 
Now we are witnessing a different 
transfer of skills of substantial “paper- 
work” and “headwork” to machines. 
We are starting to employ new mathe- 
matical “decision rules” to many rou- 
tine business decisions and are looking 
for better means of problem solving. 

Perhaps some of us find all this 
“psychologically threatening” or un- 
comfortable to contemplate, but we 
must overcome any anxiety. The im- 
portant thing is to recognize the chal- 
lenge and rise to the occasion. Con- 
tributions to progress will not be 
made by spectator groups content to 
“major in mediocrity” and unwilling 
to display initiative or give direction. 


Accepting the Challenge 

If we are willing to rise to the oc- 
casion, we should first examine a few 
fundamental questions. The only pre- 
requisite is an open mind and a wil- 
lingness to have our curiosity aroused. 
We may then mould our thinking 
along the most constructive and pro- 
gressive lines based on demonstrated 
needs. The following list is not in- 
tended to be all-inclusive or to pro- 
vide complete answers to the ques- 
tions raised. But it may help to break 


up some “mental log-jams” and open 
new channels for thoughtful explora- 
tion and consideration of new tech- 
niques available to business adminis- 
trators: 


OVERHAUL OF ASSUMPTIONS 


1. Many so-called “facts” in busi- 
ness are better described as accepted, 
or long unchallenged, assumptions. 
Most of these may be subject to dif- 
ferent interpretations or revisions. We 
may even alter some through realis- 
tic or even painful reappraisals of 
basic corporate assumptions, aims and 
objectives. Or we may call on out- 
side help to provide a fresh viewpoint 
and so expose ourselves to many di- 
rect and even irreverent questions, 
unhampered by preconceived notions 
or awe of “sacred cows” and “idols 
with clay feet”. In any event, our 
first need is to recognize that prob- 
lems of measurements of business ac- 
tivities are not necessarily solved ade- 
quately by standard “tried and prov- 
en” accounting or engineering meth- 
ods. What may have served well in 
the past may be due for an overhaul. 


MISLEADING BASES 


2. Often, financial, sales and pro- 
duction numbers and ratios or other 
operating data in business are not 
what they seem to be. They are not 
necessarily reproducible or indisput- 
able measurements of what they de- 
scribe but rather approximations or 
“samples of one” out of potentially 
large populations of such information. 
They are just passing values at which 
we chance to glimpse, often using rel- 
atively crude measuring devices. Fur- 
thermore, they may be useful but 
sometimes can be extremely mislead- 
ing bases for predicting or judging 
future performance. We must accept 
the unpleasant notion that almost all 
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such statistics are not absolute values 
arising from well known and immut- 
able natural laws. Rather they reflect 
results of complex and often little un- 
derstood interactions of many busi- 
ness forces. These include relatively 
intangible factors such as salesman- 
ship, advertising, competition and 
“corporate image”. 

To further illustrate: we have all 
experienced the frustrations of try- 
ing to reconcile data gathered from 
different sources even when supposed- 
ly describing the same thing at the 
same time. These difficulties are even 
greater when we must make objective 
comparisons between different opera- 
tions or for separate time periods. 
Where does our knowledge end, and 
our judgment and intuition begin? 
What can we do to provide more re- 
liable yardsticks and better methods 
of appraising performance and pre- 
dicting our inputs and outputs in 
business operations? 


VALUE OF AVERAGES 

3. Taking liberties with averages is 
an occasional pastime of most of us 
who must deal with numbers as a tool 
of business analysis. There is nothing 
quite so persuasive-seeming, in driv- 
ing a point home, as a well-rounded 
average. We say “on the average” or 
“the average value” or “assuming an 
average year”. But how often do we 
“short-change” ourselves if this is the 
only measure we apply? Do we ap- 
preciate that an average mean by it- 
self is sadly lacking in information? 
An arithmetic average value of “10” 
may represent something, but what 
about the dispersion or range of in- 
dividual values that have been aver- 
aged? Suppose there are values rang- 
ing all the way from “1” to “27” in 
one case, and from “9%” to “ll” 
in another case. Both cases yield a 
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mean of “10”, but with a difference! 
How can we indicate the ranges in- 
volved? Or should we simply ignore 
these properties in our observations 
and analyses? Even the term “aver- 
age” may describe at least three dif- 
ferent technical meanings: a median, 
a mode, or a mean. Each has usually 
a different value and application. A 
great many useful ways of helping us 
describe the characteristics of num- 
bers are available if we simply turn 
to a professional statistician for ad- 
vice. 


“SIGNIFICANT FIGURES” 


4, Then there is the matter of “sig- 
nificant figures”. We say that a chain 
is only as strong as its weakest link. 
Thus, if one wishes to support a great- 
er burden, one should strengthen the 
weak links, not the strong ones, to 
produce the desired effect. Yet when 
it comes to gathering and processing 
business statistics there is a tendency 
to forget about this homely truism. 
We may proceed to collect data of 
different quality on various aspects of 
an operation. This is often both more 
costly and less useful. When such an 
assortment is combined in the process 
of an analysis, we are restricted by the 
least precise element. This can be 
troublesome with such things as oper- 
ating ratios or break-even and cost 
equations, for we are apt to fall short 
of desired results. If we do not ap- 
preciate this danger we may overlook 
it and so develop and employ substan- 
tially meaningless results and inter- 
pretations. 

Simply stated, this is analogous to 
determining the volume of a room by 
first measuring its length, width and 
height. This should be easy. How- 
ever, if we measure the length to the 
nearest inch, the width to the nearest 
foot and the height to the nearest 
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yard, this leads to difficulties. We can- 
not realistically express the volume in 
either cubic inches or cubic feet. The 
best we can hope for is the volume in 
cubic yards. Even this will almost 
certainly not be correct to the nearest 
cubic yard! 

Another illustration of our maltreat- 
ment of basic figures arises from the 
common misconception that “so many 
decimal places” is a reasonable com- 
mon denominator of quality or relia- 
bility. This is simply not realistic. 
If we settle on, say, two decimal 
places “for everything”, we can get 
into some strange anomalies. For 
example, we may have an annual pro- 
duction of “widgets” costing $28,327,- 
439.44. If the unit cost of manufac- 
ture is given, to the nearest cent, as 
$2.00, then the indicated number of 
items produced would be 14,163,719.- 
72. This number is misleading. While 
the total annual production cost may 
be correct to two decimal places, it 
has a high order of precision owing 
to a higher number of “significant fig- 
ures”. Specifically, it contains ten sig- 
nificant figures! In contrast, the unit 
cost also has two decimal places but 
has only three significant figures. This 
is our chain’s weakest link. This 
limits our final answer to this same 
extent and only three significant fig- 
ures can be justified. In our example, 
the number of widgets produced is 
approximately 14,200,000. This is ac- 
curate to three significant figures and 
all we are justified in working into our 
answer. If we wanted more preci- 
sion, we would have to express our 
unit cost of manufacture in the same 
ten significant figure terms (e.g. 
$2.003143519/unit). If this is not pos- 
sible, then neither is forcing out the 
production number by dividing one 
relatively precise statistic by another 
relatively imprecise one. 


CoRRELATION CONCEPT 


5. Another commonly abused con- 
cept is that of “correlation”. What is 
meant by this term? How often have 
we said we have established a corre- 
lation between two factors of interest? 
Most likely we merely wish to imply 
that some apparent cause and effect 
relationship seems to exist. But is 
this sufficient especially if we intend 
to do anything with this as a basis? 
Probably such preconceived notions 
and misconceptions often hide true 
relationships or natural laws which 
might be at work. It may be some- 
what facetiously, but not unrealistic- 
ally, suggested that if we work from 
preconceived notions, we arrive at 
foregone conclusions. This amounts 
to “working backwards from the an- 
swer. Sound staff work is seldom 
an automatic guarantee of pleasing 
people with what they would “like” 
to hear. The responsibility is to shed 
fresh light on uncertainties and altern- 
atives, while culling out as much of 
misleading or irrelevant material as 
possible. 

Some of us are concerned with fore- 
casting time-series in some form or 
other. We may be interested in cash 
requirements, sales expectations or 
manufacturing and labour costs. But 
whatever our needs, simply using an 
average percentage increase to predict 
the outlook will hardly provide satis- 
factory results. Even plotting data 
as a time-series on a graph showing 
time along one axis and the statistic 
of interest along the other may not 
help much. This is particularly so if 
our approach to extrapolating the 
curve joining the points is to use a 
straight edge and “eyeball it in”. Here 
again some more powerful approach 
may be available but not in our hands. 
Often business events are geared to, 
or depend on, other phenomena. Cor- 
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relation or multiple correlation analy- 
sis and other developments are “old 
hat” to the sciences, but not yet too 
frequently encountered in business. 
Incidentally, there is a mathematical 
tool of establishing objectively such 
correlations as may exist in our op- 
erations. We simply have to have the 
strength of our convictions to investi- 
gate and apply the techniques with 
whatever help we may require. 


SysTEMS SIMULATION 

6. A further area of common inter- 
est has long been a virtual no-man’s 
land. Are we aware that it is now 
possible to pretest many alternative 
business strategies and tactics in our 
search for the most advantageous 
business opportunities? It is neither 
necessary nor desirable to perform 
trial-and-error experiments on an act- 
ual operation or company in the 
search for better ways of doing things. 
If enough is known about the opera- 
tions under study, one may construct 
so-called “models” (usually mathema- 
tical) to use in a “wind tunnel” sense 
for experimentation. We call this sys- 
tems simulation, and with today’s 
.electronic equipment and computa- 
tional advanced procedures it be- 
comes a powerful new management 


aid. 


Unsounp MOopELSs 


7. A related question concerns 
other applications of such models of 
operations under study. Are we aware 
that some of our basic approaches to 
describing a firm’s financial resources 
and flows can be expressed as simple 
mathematical models? Furthermore, 
is it possible that these classic models 
are sometimes incorrect or inadequate 
reflections of business operations? We 
recognize certain anomalies such as 
the “value of goodwill” or the “going- 
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concern value” of the firm versus 
“what the books show”. These differ- 
ences may tend to distort but need not 
offset the usefulness of our ap- 
proaches. Yet what about many of 
the presently accepted methods of 
evaluating alternative uses of capital? 
For example, the concept of “return 
on investment” or “payout period” has 
been repeatedly demonstrated as un- 
sound insofar as providing a realistic 
basis for comparison of alternative 
projects. But what is left? Is the so- 
called investor’s method or discounted 
cash flow approach sound? If so, 
why do we see so few applications 
and so little understanding? Is it be- 
cause of the actual, or imagined, com- 
plexities or shortcomings involved? 
Or, is this a reflection of apathy and 
a “well-rationalized” reluctance to 
adapt to change? If not, then what 
are we prepared to do about it? In 
any event, the need for careful review 
and a realistic stand seems evident. 


MISLEADING ILLUSTRATIONS 


8. One final illustration of the need 
for reappraisal and advancement in 
our thinking is simply in the construc- 
tion and use of visual displays of 
business data and relationships. We 
all apply charts, graphs and tables— 
but how? Let us start with the “gee- 
whiz” graph. We have all seen one 
and may even have been disturbed or 
influenced by one. But what is it? 
To illustrate: let us imagine a graph 
of a construction cost index. The in- 
dex will be based on some earlier time 
period as 100. Today’s level may be 
around 300. Suppose we chart points 
by months for a year, and the index 
climbs from 295 in January to 305 in 
June and declines gradually to 300 by 
August. If we take the origin for our 
graph as 290 and let the top of our 
graph scale reach 310, we can plot 
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this series quite easily. It will look 
like Mt. Everest and should be alarm- 
ing enough to convince some business- 
men of the drastic fluctuations in con- 
struction costs. But this is not a true 
picture. Any display graph (as op- 
posed to a purely technical one) 
should show a zero origin, to permit 
proper perspective. In this case, with 
the scale covering a range of only 30 
points, it provides less than one-tenth 
the proper coverage. The scale should 
read uniformly from zero to 310 (or 
higher). As it is, the fluctuations ap- 
pear over ten times as great as they 
should if seen in proper perspective. 


There are other more subtle mis- 
leading graphs in use. For example, 
when costs per unit of product are 
plotted cumulatively or shown in a 
table of numbers, the result is quite 
apt to mislead. At the beginning, 
each month’s fluctuations show up 
clearly, but at the end a heavy “damp- 
ing” effect smoothes and conceals 
changes. The use of standard graph 
paper to compare the relative growth 
of various factors or relationships 
leads to an even more insidious va- 
riety of difficulties. At this point, a 
few of us tum to semi-logarithmic 
graph paper because of its unique 
properties. We know that with it we 
can compare the slopes of lines di- 
rectly and easily detect significant 
differences in rates of change. Un- 
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fortunately, some of us may duck such 

issues as being theoretical or “under- 

stood”. This is apt to lead to costly 
difficulties and expensive object les- 
sons. 

The reader will probably think of 
other examples of abuse or misinter- 
pretation of financial or other corpor- 
ate information. As we observe busi- 
ness, any business, huge quantities of 
statistics are implicit in the overall 
component operations. We may only 
compile data on a few, but there are 
virtually endless operations and quan- 
tities which we could measure if we 
chose. Among those measurements 
we make today, many may prove sus- 
pect if judged by a new set of stand- 
ards geared to tomorrow's manage- 
ment needs. 

The chief questions to answer as 
we take stock are: 

1. What are the things we should be 
measuring in business today, for 
what purposes, and with what pre- 
cision? 

2. What should we do with such in- 
formation and by what means shall 
we achieve the desired ends and 
satisfy the needs for adequate in- 
formation and control in modern 
business? 


(The concluding part of this article 
entitled “Dawn of Scientific Manage- 
ment” will appear in the May issue.) 
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Inventories and Taxes 


IN THE understanding of the word “in- 
ventory” there is no fundamental con- 
flict between the tax and the account- 
ing concepts of the word. Yet both 
accountants and the taxation authori- 
ties have the greatest difficulty in de- 
termining whether or not, in a par- 
ticular instance, an item of property is 
an item of inventory. This question is 
in fact decided almost daily by the 
Tax Appeal Board, although in very 
few cases is mention made of the 
word “inventory”. Every time an in- 
dividual or company is held to be tax- 
able upon the profits on sale of real 
estate, for example, the Board or 
higher court says in effect that the 
piece of real estate in question was 
“inventory” of the taxpayer during 
the period that he held it. 


The definition of inventory from 
both the accounting and the tax stand- 
points is inextricably mixed up with 
the concepts of income and capital. 
From the tax angle, property which, 
upon sale, would produce income for 
tax purposes must inevitably be a part 
of inventory. From the accounting 
aspect, such a sweeping statement 
cannot be made. It does not follow 
that, if the proceeds of sale of prop- 
erty fall into income, that property 
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must at some point in time have form- 
ed part of inventory. Frequently, for 
example, accountants treat as income 
the proceeds of sale of fixed assets 
which never in any sense of the word 
were inventory. But it can be said 
that property, the sale of which pro- 
duces income under our tax law, 
must at one time have been inventory 
in the eyes of both the tax law and 
the accountant. 

The definition of “inventory” to be 
found in the interpretation section of 
the Canadian Income Tax Act reads 
as follows: 

“‘inventory’ means a description of 
property the cost or value of which 
is relevant in computing a taxpayer’s 
income from a business for a taxation 
year.” 

This definition does not seem par- 
ticularly helpful in the quest to de- 
termine what inventory is. It would 
not be hard to envisage types of prop- 
erty the cost or value of which is rele- 
vant in computing income, yet which 
do not fall into the normal concept of 
inventory. 

“Accounting Terminology”, pub- 
lished by The Canadian Institute of 
Chartered Accountants, defines inven- 
tory as follows: 





The substance of an address to the Income Tax Seminar, Queen’s University, June 1959. 
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“In accounting terminology, the 
word is usually restricted to designate 
items of tangible personal property 
which are held for sale in the ordinary 
course of business, or are in the pro- 
cess of production for such sale, or are 
to be currently consumed in the pro- 
duction of goods or services to be 
available for sale.” 


There need not be any quarrel 
with this definition except, perhaps, 
to the extent that it might have in- 
cluded “real” as well as “personal” 
property. 

The United Kingdom’s Income Tax 
Act states that inventory is: 

“.... property of any description, 
whether real or personal, being 
either — 

(a) property such as is sold in the 
ordinary course of the trade or 
would be so sold if it were ma- 
ture or if its manufacture, pre- 
paration or construction were 
complete, or 

materials such as are used in the 
manufacture, preparation or con- 
struction of any such property as 
is referred to in paragraph (a) 
of this subsection.” 

It would be very convenient if one 
could just say “something bought to 
be sold”, but unfortunately inventory 
does not have to be bought. It can be 
manufactured or mined, and it em- 
braces all stages of manufacture from 
raw materials to finished product. The 
important factor is the intent to sell 
in some form or other. In other 
words, inventory for tax purposes is 
property or some component of prop- 
erty the proceeds of which, when 
sold, will create income for taxation 
purposes. 

It follows, therefore, that what is 
inventory to one person may not be 
so to another. To the manufacturer 


(b) 
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of automobiles, automobiles are in- 
ventory; to the automobile dealer, 
they are inventory; but to the com- 
pany that buys them for their sales- 
men, they are fixed assets. Of two 
similar articles within a single busi- 
ness one may form part of inventory 
and the other be a fixed asset. In the 
case of M.N.R. v. British and Ameri- 
can Motors,’ the Exchequer Court 
held that nine cars used by employees 
for about six months and then sold 
formed part of inventory until they 
were sold, whereas another car used 
by a salesman for five years was held 
to be a capital asset. Referring to the 
nine cars, Mr. Justice Cameron said 
in part, “For a short period they were 
held for the use of the employees 
pending sale, but the primary pur- 
pose of the respondent was that they 
would be sold.” 

As pointed out earlier, practically 
every court case bearing on the tax- 
ation of what the poor unfortunate 
taxpayer claims to be capital receipts 
really tells what is and is not inven- 
tory. There are also a number of 
cases where the Crown has disputed 
the taxpayer’s contention that prop- 
erty acquired by him was inventory 
and has argued that the property ac- 
quired was a capital asset. 


Valuation of Inventory 


The Canadian Income Tax Act says, 
“For the purpose of computing in- 
come, the property described in an 
inventory shall be valued at its cost 
to the taxpayer or its fair market 
value, whichever is lower, or in such 
other manner as be permitted by reg- 
ulation”. 

The origin of the expression “lower 
of cost or market”, which dates back 


1 [1953] C.T.C. 177. 
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quite a number of years, is to be 
found in established accounting prac- 
tice and not in the tax law. Only ten 
years ago did it first appear in the 
Canadian Act which until that time 
was silent on the subject of inventory 
valuation, as the U.K. Act still is to 
the best of my knowledge. The fol- 
lowing excerpt from a leading British 
case in 1925 (Whimster & Co. v. The 
Commissioners of Inland Revenue) 
indicates quite clearly how the expres- 
sion obtained recognition in tax law 
well before it was spelt out in the 
Canadian Act: 

“In the second place, the account of 
profit and loss to be made up for the 
purpose of ascertaining that differ- 
ence [i.e. profits] must be framed 
consistently with the ordinary prin- 
ciples of commercial accounting, so 
far as applicable, and in conformity 
with the rules of the Income Tax Act 
.... For example, the ordinary prin- 
ciples of commercial accounting re- 
quire that in the profit and loss ac- 
count of a merchant’s or manufac- 
turer’s business the values of the 
stock-in-trade at the beginning and 
at the end of the period covered by 
the account should be entered at cost 
or market price, whichever is the low- 
er, although there is nothing about 
this in the taxing statutes.” 

We have then in this judgment two 
very important dicta: (1) that pro- 
fits for tax purposes be computed in 
accordance with ordinary principles 
of commercial accounting, subject to 
any specific provisions of the Income 
Tax Act; (2) that, in the absence of 
any specific provision in the Act, the 
ordinary principle of commercial ac- 
counting whereby inventory is valued 
at the lower of cost or market should 
be used for tax purposes. 

In other words, in 1925 tax law was 
on all fours with established account- 
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ing practice in inventory valuation. 
In fact, the accounting practice dic- 
tated the tax law. Is this still true in 
1959? 


Cost 


Let us look first at cost. The Re- 
search Committee of The Canadian 
Institute of Chartered Accountants 
says in Bulletin No. 5, “The selection 
of the most suitable method for de- 
termining cost will depend upon the 
particular circumstances of each en- 
terprise and the industry in which it 
is engaged.” 

Unfortunately, there is a funda- 
mental difference in the concept of 
cost between accountants and those 
responsible for interpreting our tax 
law. Bulletin No. 5 states, “The meth- 
od selected for determining cost 
should be one which results in the 
fairest matching of costs against rev- 
enues regardless of whether or not 
the method corresponds to the physi- 
cal flow of goods.” On the other hand, 
the Privy Council decision in the An- 
aconda case* reads: “For many years 
before and ever since this decision 
[Whimster & Co. v. C.I.R.| what is 
to be valued at the beginning and end 
of the accounting period has for tax 
purposes to be taken to be the actual 
stock so far as it can be ascertained. 
It is in fact, so far as tax law is con- 
cerned, a novel, and even revolution- 
ary proposal, that the physical facts 
should, even where they can wholly 
or partly be ascertained, be disregard- 
ed for the purpose of the opening 
and closing inventory and a theoreti- 
cal assumption made which is based 
upon a supposed ‘flow of cost’ and 
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‘unabsorbed residue of cost’ ”. 
Perhaps it is not too much of an 


2 [1952] C.T.C. 116, 
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oversimplification to say that the in- 
terpreters of our tax law hold firmly 
to the line that cost of inventory items 
is the actual cost of those specific 
items. A large number of modern- 
day accountants, on the other hand, 
claim that the cost ascribed to an 
item of inventory should be such that 
it results in a fair matching of costs 
against revenues in the income ac- 
count, and that it need bear no rela- 
tion whatsoever to the actual cost of 
the specific item included in the in- 
ventory. 

It follows that we find the tax au- 
thorities willing, in most instances, to 
go along with a taxpayer’s determina- 
tion of cost on the basis of average 
cost, standard cost or Fifo, not be- 
cause it results in a fair matching 
of costs against revenues, but because 
it approaches fairly closely the act- 
ual cost of the specific items. In other 
words, the authorities accept those 
methods only as makeshifts, because 
specific item cost from a_ practical 
point of view cannot be determined. 

As for Lifo, the tax authorities do 
not like it, and the reason why should 
now be crystal clear. It is usually far 
removed from specific item cost, as 
every accountant will admit. 

Nevertheless Lifo is an acceptable 
method for accounting purposes un- 
der certain conditions which are very 
ably set forth in Mr. Justice Thorson’s 
Exchequer Court judgment in the 
Anaconda case. 


Market 

What is market? The Canadian 
Institute of Chartered Accountants 
has made no official pronouncement 
on the meaning of market value. Both 
the English and the American Insti- 
tutes, however, have released bul- 
letins on the subject. Case law does 
not appear to be plentiful, although 
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what is to be found indicates a fairly 
close relationship between the tax and 
the accounting concepts of the term 
“market”. 

Probably the leading case on the 
subject in this country is Sellers- 
Gough Fur Company v. M.N.R.,° an 
Exchequer Court decision, in which 
three matters of considerable import- 
ance concerning the fair market value 
of inventory were established: 


1. That replacement value is an ac- 
ceptable method of determining 
market. 

2. That estimated realizable value 
less a reasonable margin of profit 
is an acceptable method of deter- 
mining market in certain circum- 
stances. 

3. That in determining market value 
on the basis of estimated realiz- 
able value it is not permissible to 
take into account factors that had 
not occurred at the date the inven- 
tory was taken. 

On the subject of replacement 
value, Mr. Justice Cameron said: 
“Now Mr. Gough’s evidence was that 
he valued the inventory at its replace- 
ment value. Had he established that 
as a fact there would be no difficulty 
in upholding his valuation.” The 
American Institute bulletin states in 
part: “As used in the phrase ‘lower of 
cost or market’ the term market means 
current replacement cost (by pur- 
chase or reproduction, as the case may 
be) ...”. It then lists some excep- 
tions dealing with realizable value. It 
is fair to say that there is no conflict 
between these two statements. 

As regards estimated realizable 
value, Mr. Justice Cameron said: 
“There is another method [other than 
replacement value], by which the ac- 





8 [1954] C.T.C. 322, 











INVENTORIES AND TAXES 


curacy of the inventory value may be 
tested (even if not precisely ascer- 
tained), namely, to ascertain what 
they should have been had the appel- 
lant used the last method suggested 
by Mr. Pettit, namely, to take the es- 
timated realizable value of the stock 
and deduct the usual and reasonable 
profit, the balance representing the 
fair ‘market value’ of the inventory.” 


Incidentally, although he did not 
specifically say so, the learned judge 
considered profit as the gross profit or 
mark-up on cost. He did not include 
in the inventory valuation selling and 
administration expenses, which, of 
course, conforms with accounting 
practice. The basis of estimated real- 
izable value less gross profit was 
found to be acceptable in this case be- 
cause replacement value could not 
be reliably ascertained. While this 
method is an acceptable one from an 
accounting viewpoint under certain 
circumstances, those circumstances 
are not confined to where replace- 
ment value is not obtainable. The 
American bulletin says that market 
should not be less than net realizable 
value reduced by an allowance for 
an approximately normal profit mar- 
gin. In other words, such a basis 
should be used only if it results in a 
higher value than current replacement 
cost. 


The third point made in the Sellers- 
Gough case was that in determining 
market value on the basis of estimated 
realizable value it was not permissible 
to take into account factors that had 
not occurred at the date the inventory 
was taken. This is in full agreement 
with good accounting practice. Here 
are two quotations from the American 
bulletin: “As a general guide utility is 
indicated primarily by the current 
cost of replacement of the goods as 
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they would be obtained by purchase 
or reproduction. In applying the rule, 
however, judgment must always be 
exercised and no loss should be recog- 
nized unless the evidence indicates 
clearly that a loss has been sustain- 
ed”; and a little earlier: “a loss of 
utility is to be reflected as a charge 
against the revenues of the period in 
which it occurs.” 


In summary, there does not appear 
to be any fundamental difference be- 
tween the accounting and the tax 
concepts of “market”. 


Lower of Cost or Market 


Once having established what are 
cost and market, it should not be dif- 
ficult to ascertain which is the lower 
and to apply this time-honoured form- 
ula. One point, however, is: How 
should the formula be applied? 
Should it be on a global basis, on 
an individual item basis or in be- 
tween, on the basis of categories 
of inventory items? From the tax 
point of view, there is an English case 
(I.R. Commissioners v. Cock, Russell 
& Co. Ltd.) in which the Revenue 
sought unsuccessfully to have the in- 
ventory valued by the global method, 
i.e. the lower of all at cost or all at 
market. It was held that the com- 
pany was entitled to value its inven- 
tory item by item at cost or market, 
whichever was the lower. From the 
accounting standpoint, the English In- 
stitute gives its blessing to all three 
interpretations, provided that the 
selected method is applied consistent- 
ly. The American Institute takes much 
the same view but points out that, 
depending upon circumstances, one 
method may be more appropriate 
than another. For example, the in- 
dividual item method should be fol- 
lowed to the extent that stocks of par- 
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ticular materials or components are 
excessive in relation to others. 


Conclusion 

In the valuation of inventories 
there are basic differences in con- 
cept between accountants, in com- 
pany with businessmen, and the tax 
law. Every one agrees that this is 
undesirable. What has been done 
about it? What can be done about 
it? 

For a number of years various bod- 
ies, including the Canadian Chamber 
of Commerce and the Canadian Insti- 
tute of Chartered Accountants, have 
urged the government to permit tax- 
payers to value their inventories on 
anv basis that conforms with accept- 
ed business and accounting practice, 
provided that the basis is used consist- 
ently from vear to year. To date their 
representations have not fallen on 
fertile ground. 

The British Roval Commission on 
the Taxation of Profits and Income 
delved deeply into this problem, and 
the majority of the commissioners 
came up with a substantially similar 
recommendation in their renort pub- 
lished in 1955. In an appendix to the 
report are set forth various bases up- 
on which a trader should be permit- 
ted to value the whole or parts of his 
inventory, provided that they are ap- 
propriate to his type of business, and, 
if used consistently, fairly reflect his 
profits. The bases enumerated are: 
(a) cost, (b) market, (c) lower of 
cost or market, (d) base stock meth- 
od. Cost is further broken down in- 
to specific item cost, Fifo, moving av- 
derived from current selling prices. 
erage, standard and estimated cost 
Both replacement cost and estimated 
realizable value on a going-concern 
basis are recognized as methods of de- 
termining market value. It is further 
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recommended that the lower of cost 
or market be determinable on an 
item or group basis. A proposed base 
stock method, set forth in some detail, 
is a combination of the presently 
understood base stock method and 
Lifo. 

There are two points in the pro- 
posal worthy of comment. In the first 
place, the base stock method, unlike 
Lifo in the eyes of North American 
accountants, is not referred to as a 
method of determining cost, but is 
carefully segregated from the com- 
monly accepted concepts of cost. 
Secondly, the recommendation spe- 
cifically states that it is based on the 
assumption that a trader will count as 
profit the difference between the first 
cost and the ultimate sale proceeds of 
his inventory. In other words, despite 
rising prices, no permanent exclusion 
from income is envisaged in order to 
reflect the fall in purchasing power 
of money. The recommended method 
only provides for deferment of tax on 
vrofits accruing due to price increase 
in the base stock that is essential to 
the business. To the best of my 
knowledge these recommendations of 
the Royal Commision have not, as yet, 
been implemented in the United 
Kingdom. 

If accountants really want to match 
costs with revenues, they must apply 
that theory to all costs, including de- 
preciation, and not only to raw ma- 
terial costs. Despite what some may 
say, I firmly believe that at the root 
of the trouble is the lack of stability 
in the purchasing power of the mone- 
tary unit. Not until we find an ade- 
quate solution to this problem and 
that solution has become generally 
accepted, may we look to lasting 
peace between ourselves and the in- 
terpreters of our tax law on the sub- 
ject of inventory valuation. 
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Looking Ahead with 
the Internal Auditor 


INTERNAL AUDITING had a compar- 
atively humble origin. The internal 
auditor began as a member of the 
clerical staff, his essential duty being 
to check the work of others in order 
to prevent or detect fraud and errors. 
For the most part, his checking was of 
a routine nature, without that element 
of appraisal which calls for the exer- 
cise of mature judgment. 


Part of General Accounting 


The field of the internal auditor was 
that of general accounting, and at first 
the internal audit department was a 
part of the whole system of internal 
control. The existence of a separate 
internal audit department, independ- 
ent from all other departments, was 
regarded as the most advanced means 
of internal control, the ideal towards 
which the less efficient controls of 
smaller businesses were directed. Yet 
it was little more than a thorough 
checking department, intended to 
prove the technical accuracy of the 
general accounting. 

Twenty-five years ago internal aud- 
iting was accepted by the external 
auditor on the same basis as other in- 
ternal checks, though a completely 
segregated department was _ highly 
welcomed. The external auditor has 
always relied considerably on a sys- 
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tem of internal check which he has 
found to be accurate by a very thor- 
ough initial testing continued at each 
successive audit. The work of the in- 
ternal auditor had to be properly 
tested, and the external auditor found 
himself performing a quite detailed 
audit. 


Widening Gap 

As management became more di- 
vorced from production and adminis- 
tration, the internal auditor’s status 
advanced. Just as the accountancy 
profession developed 80 years ago, 
with the growth of the joint stock 
company and the widening gap be- 
tween management and owners, so 
the internal auditor has developed 
during the last 20 or 30 years. He 
grew in professional stature as he be- 
came more essential to a management 
unable to keep close contact with pro- 
duction and satisfy itself by personal 
inspection that its policies were being 
properly carried out in the factory. 
As the operations of business scattered 
more widely, and factories, ware- 
houses and branches were located in 
many different areas, management re- 
lied inevitably on the reports of an 
independent internal auditor. The in- 
ternal auditor became management’s 
watchdog. To audit the work of the 
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branches he had to travel. The in- 
ternal audit department often com- 
prised two staffs, one working locally 
and one constantly in the field. 
Abroad or at home, the internal 
auditor’s duties were now to satisfy 
himself that management’s particular 
directives were being followed and to 
check procedures by actual observa- 
tion and testing. He had to see that 
the company’s property was protect- 
ed, properly evaluated and accounted 
for and, in general, that manage- 
ment’s policies were carried out. 


Early Lack of Uniformity 


In the 30’s the status and powers of 
the internal auditor varied consider- 
ably from company to company. Ac- 
cording to one writer,, some com- 
panies in the early days even gave 
the internal auditor authority for 
such policy decisions as hiring and 
releasing staff and changing or 
modifying routine procedures. This, 
however, was contrary to established 
practice as it later developed. Today 
the internal auditor takes no part 
in operations, making no entries in 
the books, does nothing in fact which 
might tend to affect his impartiality 
as a critic and judge of the work of 
others. 


Formation of the Institute of 
Internal Auditors 

The crystallization of concepts as 
to the proper functions of internal 
auditing dates from the drastic strin- 
gencies of World War II. The Insti- 
tute of Internal Auditors was formed 
in 1941, and the same year saw the 
publication of Victor Z. Brink’s “In- 


1“The Need for College Courses in Internal 
Auditing” by Earle H. Cunningham, The 
Accounting Review, Vol XXX, No. 1, 
Jan. 1955, p. 51. 
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ternal Auditing”, the first book on the 
subject to be published in North 
America. At this time both manage- 
ment and external auditors were con- 
fronted by problems of staff shortage 
which tended to play havoc with 
routine internal check. The need to 
delegate many of the tasks of top 
executives came just when staff short- 
ages made delegation more difficult 
and more dangerous. Then the in- 
ternal auditor grew in status and, re- 
linquishing much of his routine check- 
ing, began more fully to appraise, 
evaluate, interpret and report to top 
management on the results of its 
policies. In this area of shrewd ap- 
praisal and far-sighted interpretation, 
the internal auditor has found his true 
métier. 


Report Issued in 1947 

A report published by the Research 
Committee of The Institute of In- 
ternal Auditors in 1947 stated that 
the objectives of internal auditing 
are, in general, to assist management 
ment in achieving the most efficient 
administration of operations and, in 
particular, (1) to protect the interests 
of the organization and detect any de- 
ficiencies in accounting and statistical 
recording and their compliance with 
management’s policies; (2) to recom- 
mend improvements in operations 
and appraise policies, internal records 
and actual performance. Also, with 
emphasis on the internal auditor’s in- 
dependence within the organization, 
the report said that the head of the 
internal auditing department should 
be directly responsible to an officer 
high enough to assure prompt consid- 
eration of his recommendations, with 
any necessary action. It is today 
agreed that the internal auditor 
should have direct access to a mem- 
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ber of the executive who would norm- 
ally be the controller. 


Accounting Functions 


The internal auditor’s traditional 
functions relate to accounting with- 
in the organization. As in the past, he 
has the duty of ensuring that his com- 
pany’s resources are properly conserv- 
ed. Initially it was mainly a question 
of preventing and detecting fraud; 
now once he is satisfied that the intern- 
al check system is sound and working 
satisfactorily, he can turn his atten- 
tion to more far-reaching questions 
of conservation. He is concerned pri- 
marily with the company’s protection 
against all forms of waste and ineffi- 
ciency, whether it is a matter of in- 
adequate storage and handling of in- 
ventories or failure to claim discounts 
by prompt payment of accounts, or 
any other short-sighted practice. It 
is his duty to see that management is 
made fully aware of the consequences 
of any such inefficiencies. 

Allied to this is the need for verifi- 
cation of accounting data to ensure 
that management may rely on the pic- 
ture presented to it by the accounts. 
Here the internal auditor’s duties ap- 
proach most closely to those of the ex- 
ternal auditor. He must make thor- 
ough tests to verify the accuracy of 
analysis of purchase invoices, for dis- 
tribution of the charge and proper 
distinction between capital and rev- 
enue. Matters such as this, which af- 
fect profit determination and financial 
position, are of obvious concern to 
him. 

With the function of constant alert- 
ness in checking for compliance with 
management’s policies, the internal 
auditor performs one of his most im- 
portant duties. It is clearly of vital con- 
cern to management that it can de- 


pend on having its policies put into ef- 
fect promptly and accurately. The in- 
ternal auditor must be able to give this 
assurance. To this end he has the ab- 
solute right of inspection of, and ac- 
cess to, every phase of his company’s 
financial and accounting operations. 

In its 1947 report the Institute’s Re- 
search Committee said that internal 
auditing “deals primarily with ac- 
counting and financial matters but 
may also properly deal with matters 
of an operating nature”. Here the in- 
ternal auditor enters the area of policy 
appraisal, and even of policy forma- 
tion, outside accounting and financial 
activities. 


Extension of Activities 


Management needs to have contact, 
indirectly but effectively, with field 
and line operations, and the internal 
auditor should provide the liaison. 
He should interpret policies of man- 
agement to supervisors and line em- 
ployees, seek to remove misunder- 
standings and build up goodwill for 
the benefit of all. The problems of 
the line have also to be reported and 
interpreted back to management, with 
recommendations for changes in 
policy if the internal auditor, in his 
strategic position, judges it to be ne- 
cessary. Either way, the situation 
often calls for an openness of mind, 
alertness of perception, and a free- 
dom from routine assumptions which 
can come only from a maturity of 
judgment acquired by a combination 
of study and experience. 


Other Areas of Activity 
AupiT OF PROCUREMENT CONTRACTS 


The internal auditor may be called 
upon by management for special in- 
vestigations, such as the examination 
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of records of companies with which 
contracts have been entered into on a 
cost-plus basis. Government authori- 
ties such as the United States Air 
Force have experimented in this di- 
rection.?, Sometimes the internal au- 
ditors of contractors to the Air Force 
make joint surveys of internal con- 
trols and internal accounting proced- 
ures with the government auditors. 
The aim of both parties is to prevent 
waste and excessive costs and investi- 
gate the possibilities of formulating 
more efficient and economical meth- 
ods and procedures. In other cases, 
it is proposed that public account- 
ants should expand their services to 
provide professional appraisals of the 
contractors’ internal controls and ac- 
counting procedures, and assist them 
in preparing the data required by the 
government authority. The govern- 
ment auditors are thus able to reduce 
the time spent on analyzing and au- 
diting the costs. 


STATISTICAL SAMPLING 


Another field in both internal and 
external auditing is statistical samp- 
ling. Hitherto the auditor has relied 
on intuition and experience, or per- 
haps merely on the habits and tradi- 
tions of Jong practice, in deciding the 
extent of his testing. There can be 
little doubt that this scientific experi- 
mentation, as yet in its mere infancy, 
will develop greatly in the future. 
Where the human element in the me- 
chanics of accounting is being largely 
replaced by machine accounting, the 
auditor, leaving himself free for the 
exercise of his skill and judgment and 


2“Internal Auditing Developments in the 
Air Force”, N. L. Teitelbaum, The Ac- 
counting Review, Vol. XXIX, No. 3, 


July 1954, pp. 399-408. 
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in no sense becoming mechanical 
himself, will certainly be glad to be 
rid of guesswork by having the area 
and extent of his testing determined 
for him by sound statistical methods. 
The American Institute of Certified 
Public Accountants set up a commit- 
tee some time ago to investigate the 
field of statistical sampling. It is clear 
that internal auditors, with the same 
need of minimizing routine checking. 
will be just as interested. 


IDP anp EDP 


We are at the beginning of the age 
of the electronic computer in account- 
ing. At present mainly the large-scale 
concerns are affected, but very soon 
the medium and smaller companies 
will be implicated. The internal au- 
ditor is bound to be vitally interested 
in the effects on internal controls, 
which will be greatly changed. The 
Institute of Internal Auditors, through 
its Research Committee, has already 
published, in 1956 and 1957, two stud- 
ies on electronic data processing and 
general machine accounting. The 
committee concludes that the internal 
auditor will require at least a general 
knowledge of programming, apart 
from the principles of machine opera- 
tion and the built-in checks and con- 
trols, both those put in by the ma- 
chine manufacturer and those intro- 
duced into his program by the user. 
He should also take part in the ad- 
vance planning, to ensure his under- 
standing of the system and enable him 
to appraise the program and the effi- 
ciency of the built-in controls. Such 
controls as predetermined totals, long 
familiar in the case of all machine ac- 
counting, and division of duties es- 
sential in any scheme of internal 
check will be required for protection 
against error and fraud, Audit by 
exception will also be necessary. 
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The internal auditor will need to su- 
pervise closely the initial conversion 
of master data files to magnetic tape, 
and to satisfy himself as to storage 
facilities and the protection for reels 
of tape carrying valuable data. 

It seems certain that, where the in- 
put data enters a mechanical brain 
which fully processes it in the twink- 
ling of an eye, with no trace of the 
vastly comnplicated internal struggle 
that has taken place, both internal 
and external auditors will require the 
preparation of a minimum audit trail 
by print-outs. It will be their task 
to determine just what print-outs or 
“hard copy” they will need. Certainly 
nothing should be produced unneces- 
sarily. Where savings are so depend- 
ent on the stupendous speed of an ex- 
cessively costly machine, and its use 
as near 100% of its capacity as pos- 
sible, print-outs will be expensive re- 
quirements. 

Since the machine cannot think for 
itself, however marvellous the compu- 
tations it can make along lines that 
have been set for it, it will not norm- 
ally reveal the most elementary errors 
that are fed into it, errors that would 
be obvious to even an untrained clerk. 
Consequently, the internal auditor 
must concentrate on the controls for 
preparation of the input data, to en- 
sure that they are made as perfect as 
possible. He should also see that pre- 
determined totals are held by inde- 
pendent employees outside the data- 
processing centre, probably in the in- 
ternal audit department. It will be 
their duty to check all results pro- 
cessed by the machine against these 
totals. 


Internal and External Auditor 


In recent years, the external audi- 
tor has come to rely to an increasing 
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extent on the work of his brother in 
industry. Where once, in medium- 
size or large audits, the external au- 
ditor’s extensive test checking would 
cover the transactions of several 
months, he may today be satisfied 
with the limited tests of the detailed 
transactions of, perhaps, a_ single 
month. Both the internal and ex- 
ternal auditor have been progressive- 
ly relinquishing routine work, but the 
latter has done so by increased re- 
liance on the former. He will never 
forget, of course, that the internal au- 
ditor is a member of his client’s staft 
and so has not the kind of independ- 
ence that will allow his work to be 
accepted without the need for judi- 
cious testing. Nevertheless a great 
deal of unnecessary duplication can 
be avoided, especially in such areas 
as the reconciliation of bank ac- 
counts, the confirmation of receivables 
and the verification of inventories. To 
an ever-growing extent, work papers 
prepared by the internal auditor are 
being accepted by the external audi- 
tor with the minimum of testing and 
added to his own working papers. Re- 
leased from a great part of his rou- 
tine duties, the latter is thus able to 
turn his attention to skilled matters of 
professional judgment and all that is, 
or should be, involved in formulating 
his opinion on the financial state- 
ments. 


Another trend in external auditing 
which indicates a growing reliance on 
the internal auditor is the shifting of 
audit work from the fiscal year-end 
to interim dates. The client may take 
the inventory at a date one or two 
months before the balance sheet date, 
and the external auditor may attend 
the inventory taking, and do most of 
his physical test-checking, at that 
date. He will then rely on his know]l- 
edge of the soundness of the internal 
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audit work, plus judicious testing of 
transactions up to the balance sheet 
date, for acceptance of the balance 
sheet figure for inventory. Similarly, 
in accounts receivable, there has been 
an increasing tendency to rely heavily 
on the internal auditor. 


In general, since the internal audi- 
tor has the essential duties of verify- 
ing, evaluating and seeing that there 
has been full compliance with man- 
agement policies, the external audi- 
tor can accept much of his work with 
the minimum of testing and concen- 
trate on matters of more importance. 


Conclusion 

The internal auditor, in the mod- 
ern world, is clearly far removed from 
his humble origins. The same can be 
said for the professional accountant of 
today. But the internal auditor is 
not likely to achieve the highest pos- 
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sibilities of his position unless he has 
been trained for it over a period of 
years, as is the case of the profession- 
al accountant. Such training should 
give priority to intensive and ex- 
tensive studies of theory and prin- 
ciples throughout the whole field of 
commerce, alongside broad studies in 
the humanities. It is first the judg- 
ment that has to be formed. Speciali- 
zation may then follow in on-the-job 
training. There is much to be said 
for regarding internal auditing in the 
same way as cost accounting and con- 
trollership, available to the qualified 
chartered accountant who does not 
wish to remain in the field of the gen- 
eral practitioner. Certainly the quali- 
fied professional accountant should 
have all those basic prerequisites 
which, by specialization, may enable 
him to develop the highest potentiali- 
ties of internal auditing. 


In a lecture to the Royal Society of Arts the well-known industrialist, 
Sir Frederick Hooper, listed these qualities which he thought all staff man- 


agers should endeavour to cultivate: 


Personality — that combination of human virtues and frailties which en- 
ables a man to establish contact with groups of widely different social back- 
ground and education without either condescension or obsequiousness. 

Vitality — an ability to replenish reserves of energy and ideas from 
sources outside the office and the factory. 

Lively intelligence — an alert and receptive mind rather than the in- 


tellectual apparatus of a scholar. 


Ability to communicate — not simply in issuing orders but in presenting 
details of a situation in order to secure cooperation at all levels. 

Judgment — an amalgam of intelligence and experience which en- 
ables a leader to see a problem in perspective, to select what is most relevant 


and so to find the right solution. 





—Taxes, February 1960 
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Surplus Corporatifs 


Avjyourp Hut, il est reconnu générale- 
ment que l'un des objets principaux 
d'une compagnie par actions a but 
lucratif est de se perpétuer tout en 
assurant un revenu aussi élevé que 
possible 4 ses actionnaires. Cepen- 
dant, la distribution aux actionnaires 
des profits réalisés entraine des con- 
séquences, au point de vue impét, qui 
tirent leur origine de la double impo- 
sition des profits des corporations, En 
effet, ces profits sont d’abord taxés 
entre les mains de la corporation lors 
de leur réalisation et ensuite entre les 
mains des actionnaires lors de leur 
distribution. 

Avant d’examiner quelques-uns des 
problémes qui accompagnent la dis- 
tribution des profits d’une corporation, 
il est bon de se demander quelle est, 
pour la corporation, la position de ses 
profits avant leur distribution aux ac- 
tionnaires. Au point de vue impédt 
fédéral, il n’y a réellement que deux 
catégories de surplus: 

1. Le revenu non distribué tel que 
défini par la Loi de limpét sur le 
revenu. Ce surplus est toujours 
imposable lors d’une distribution 
directe ou indirecte aux action- 
naires; 

2. Tout surplus qui ne répond pas 
a la définition de revenu non dis- 
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tribué. Un tel surplus n’est pas 
imposable lorsqu’il est distribué 
selon certaines modalités. 

Il est toutefois possible de convertir 
du revenu non distribué en revenu 
non distribué libéré d’impét, a condi- 
tion que la distribution soit faite selon 
les modalités requises. Comment un 
revenu non distribué peut-il étre 
libéré d’impét? 


Historique de la législation 

A la suite des recommandations de 
la Commission Ives, la Partie XVIII 
de la Loi de limpét de guerre sur le 
revenu fut introduite en 1945. Cette 
législation permettait aux compagnies 
privées (maximum 75 actionnaires ) 
de payer un impét sur le revenu non 
distribué 4 la fin de Yannée d’imposi- 
tion 1989 a des taux variant de 15% a 
33%. Le reliquat du surplus, aprés 
déduction de cette taxe, pouvait étre 
distribué aux actionnaires exempt 

‘impét. Cette solution était tout de 
méme incomplete, puisque les surplus 
continuent normalement a s’accumuler 
et en fait, continuérent aprés 1989. 
Quelques années aprés avoir pris 
avantage de la Partie XVIII, les cor- 
porations faisient face 4 un probléme 
aussi aigu qu’auparavant. 


En 1950. le ministre des Finances 
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introduisit une législation (article 105 
de la loi présentement en cours) qui 
apporta une solution permanente au 
probléme de l’accumulation des sur- 
plus corporatifs. Les commentaires sui- 
vants ont trait 4 Yarticle 105 de la loi 
tel qu'il se lit présentement avec tous 
les amendements A date. Cette législa- 
tion résout le probléme sous deux 
aspects distincts: celui du revenu non 
distribué accumulé avant l'année d’im- 
position 1950 et celui du revenu non 
distribué accumulé aprés Tlannée 
dimposition 1949. Dans le premier 
cas, toute corporation peut payer un 
impét spécial de 15% sur le revenu 
non distribué a la fin de l'année d’im- 
position 1949. Une fois cet impét 
payé, le reliquat du revenu non dis- 
tribué devient revenu non distribué 
libéré dimpét. Lorsqu’une corpora- 
tion paie cet impét spécial sur le re- 
venu non distribué 4 la fin de l'année 


dimposition 1949, le plein montant 
doit étre libéré. Elle ne peut choisir 


de libérer un montant moindre. La 
seule exception 4 cette régle découle 
d’un amendement de 1958. Si une 
corporation désire exercer le privilege 
de libérer son revenu non distribué 
accumulé avant 1950, il lui est main- 
tenant permis de libérer le moindre 
des deux montants suivants: (1) le 
revenu non distribué 4 la fin de 
Yannée d’imposition 1949 ou (2) le 
revenu non distribué 4 la fin de lan- 
née d imposition précédant la date de 
Yexercice de ce privilége. Le revenu 
non distribué qui devient libéré aprés 
paiement de cet impdt spécial, peut 
étre distribué exempt dimpot aux 
actionnaires lors de la liquidation de 
la corporation. Nous examinerons 
plus loin la procédure a suivre pour 
distribuer un surplus libéré d’impét 
sans recourir a la liquidation. 

En ce qui concerne la période sui- 
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vant Yannée d'imposition 1949, le 
législateur a introduit une solution 
qui permet denvisager le probléme 
de l'accumulation du revenu non dis- 
tribué au fur et A mesure quelle se 
produit, tout en laissant compléte 
liberté 4 la corporation de décider la 
date la plus propice 4 une libération 
d'un montant additionnel de surplus. 


Cette législation accorde a une cor- 
poration le droit de payer un impét 
spécial de 15% sur un montant égal 
aux dividendes comptants payés au 
cours des années d’imposition com- 
mengant en 1950 et se terminant a 
la fin de l'année précédant la date du 
paiement de cet impét spécial. La 
premiére condition imposée a la 
corporation pour exercer ce privilége 
est d’avoir libéré le plein montant de 
son revenu non distribué a la fin de 
‘année d'imposition 1949. II est bon 
de retenir que, si le privilége de 
libérer un surplus accumulé avant 
1950 est accordé a toute corporation, 
une corporation contrélée par une 
autre ne peut prendre avantage du 
privilege de libérer un surplus ac- 
cumulé aprés 1949. Il y a eu cepen- 
dant deux exceptions a cette régle. En 
1953, le privilége a été accordé 4 une 
corporation contrélée par une corpo- 
ration personnelle. Un amendement 
de 1958 permet 4 une corporation 
contrélée par une autre corporation 
(autre qu’une corporation person- 
nelle) de libérer un montant égal au 
montant qu'elle aurait pu libérer im- 
médiatement avant acquisition du 
contréle par la compagnie-mére. 


Nous avons mentionné qu'il existe 
seulement deux catégories de surplus 
pour les fins de ’impét: (1) le revenu 
non distribué et (2) tout surplus qui 
ne répond pas 4a la définition de re- 
venu non distribué. I] y a donc lieu 
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de classifier le revenu non distribué 
de la fagon suivante: 


1. Cette partie du revenu non dis- 
tribué qui n’est pas libérée et n’est 
pas éligible 4 la libération; 

2. Cette partie du revenu non distri- 
bué qui n’est pas libérée, mais qui 
reste éligible 4 la libération; 

8. Cette partie du revenu non dis- 
tribué qui est libérée d’impét. 


Modes de distribution 


Jusqu’ici, nous n’avons classifié que 
les surplus corporatifs pouvant étre 
distribués aux actionnaires. Nous 
n’avons pas encore examiné la dis- 
tribution proprement dite ou les 
modes de distribution et leurs consé- 
quences d’impét. Le grand moyen de 
distribuer un surplus en tout ou en 
partie est de payer un dividende en 
argent, en nature ou en actions. Pour 
les fins de limpét, il existe deux sortes 


de dividende: 


1. Le dividende au sens légal du mot, 
i.e. une distribution de surplus par 
le paiement d’un dividende habi- 
tuellement en argent; 

2. Le dividende présumé qui n’en est 
pas un au sens légal du mot, mais 
que le législateur fiscal considére 
comme un dividende 4a traiter 
d'une fagon particuliére. 

Le dividende en actions présente 
un cas spécial puisqu’il constitue un 
dividende au sens légal du mot, mais 
un dividende présumé pour les fins 
de Timpét. Le dividende en actions 
est en effet exclu de la définition du 
mot dividende dans la Loi de limpét 
sur le revenu et traité comme di- 
vidende présumé en vertu du Iarticle 
81. A toute fin pratique, disons qu'il y 
a deux sortes de dividende au point 
de vue impét: le dividende en argent 
et le dividende présumé. I] existe une 


différence considérable et lourde de 
conséquences entre ces deux genres 
de dividende. 


Le dividende 


Quelles sont les conséquences d’im- 
pot qui découlent du paiement d’un 
dividende par une corporation 4 ses 
actionnaires? Tout d’abord, en vertu 
de article 6 de la loi, un dividende 
constitue un revenu et par conséquent 
est imposable. Ce principe général 
s applique aux actionnaires individuels 
comme aux actionnaires corporatifs. 
Arrétons-nous en premier lieu aux 
actionnaires individuels. Nous avons 
déja dit que le dividende doit entrer 
dans le revenu du_ récipiendaire. 
Cependant, ce revenu sera imposé a 
un taux effectif réduit puisque Iin- 
dividu peut réclamer, en vertu de 
Yarticle 38, un dégrévement d’impét 
égal 4 20% du dividende recu d’une 
corporation canadienne imposable. 
Ce dégrévement d’impét a pour but 
de mitiger l’effet de la double im- 
position du profit des corporations. 
Comme le dividende est imposable en 
vertu de article 6 de la loi et qu'il 
n'y a aucune exception a cette régle 
générale, il convient de souligner ici 
que le dividende est toujours impo- 
sable qu'il provienne soit d’un surplus 
de capital, soit d’un revenu non dis- 
tribué ou d’un revenu non distribué 
libéré d’impét. S’il s’agit d’un surplus 
libéré d’impét, la distribution sous 
forme de dividende sera 4 éviter pour 
ne pas perdre le bénéfice de la 
libération et ne pas rendre le divi- 
dende taxable. 

Quelle est maintenant la situation 
lorsque le récipiendaire d’un divi- 
dende est un actionnaire corporatif? 
Dans ce cas, la méme régle générale 
sapplique toujours et le dividende 
constitue un revenu en vertu de 
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Yarticle 6 de la loi. Cependant, un 
actionnaire corporatif peut déduire 
dans le calcul de son revenu impo- 
sable un dividende recu d’une corpo- 
ration canadienne imposable ou d’une 
corporation non résidante dans _la- 
quelle il détient plus de 25% des 
actions ayant en toutes circonstances 
plein droit de vote. Nous allons nous 
limiter ici aux dividendes payés par 
une corporation canadienne imposable 
et résumer les régles de la fagon 
suivante: 

1. Régle générale: un dividende cons- 
titue un revenu entre les mains 
d'un actionnaire corporatif et est 
par conséquent imposable; 

Par exception a la régle générale, 
un dividende recu par un action- 
naire corporatif d’une corporation 
canadienne imposable, est admis 
comme déduction dans le calcul 
du revenu imposable en vertu de 
Yarticle 28 et, en conséquence, 
n’est pas imposable. 
Malheureusement la vie est parfois 
compliquée et, si les régles énoncées 
plus haut paraissent relativement 
simples, elles perdent de leur simpli- 
cité du fait que le législateur a prévu 
une exception a lexception. Nous 
venons de voir que la régle générale 
pour un actionnaire corporatif exige 
imposition du dividende et, par ex- 
ception, sa non-imposition s'il est 
payé par une corporation canadienne 
imposable. Cependant, si ce dividende 
payé par une corporation canadienne 
imposable provient d’un surplus dé- 
signé, au sens de la loi, il devient 
imposable entre les mains d'un 
actionnaire corporatif. Cela nous 
améne 4 traiter du surplus désigné. 


Le surplus désigné 
Avant lintroduction de la législation 
touchant le surplus désigné, une cor- 
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poration pouvait acheter le contréle 
dune autre corporation et lui faire 
payer exempt dimpét un dividende 
considérable, immédiatement aprés 
Yacquisition du contréle. Le paiement 
de ce dividende aux actionnaires pré- 
cédents (si ces actionnaires étaient 
des individus) aurait été taxé entre 
leurs mains 4 leurs taux respectifs 
dimposition. En  vendant leurs 
actions, ces actionnaires individuels 
recevaient un paiement en capital, 
méme si ce paiement reflétait néces- 
sairement un surplus accumulé. 
D’autre part, la compagnie-mére pou- 
vait, aprés lacquisition du contrdle, 
recevoir exempt d’impét le surplus de 
sa nouvelle filiale. Il arrivait méme 
qu'un tel dividende permettait 4 la 
compagnie-mére de se rembourser 
pleinement du prix d’achat des actions 
de sa nouvelle filiale. 


Le ministre des Finances intro- 
duisit en 1950 des amendements 4 la 
loi afin de parer A cette situation. 
Depuis le 10 mai 1950, toute corpora- 
tion acquérant le contréle d’une autre 
corporation, ne peut recevoir exempts 

"impét que des dividendes payés a 
méme les revenus accumulés durant 
le période de contréle. Les dividendes 
payés 4 méme le revenu non distribué, 
accumulé avant la fin de année 
dimposition précédant acquisition 
du contréle, sont imposables entre 
les mains de la compagnie-mére. 


Il serait utile ici de définir certains 
termes avant d’aller plus loin. Tout 
d’abord, qu’est-ce que le surplus dé- 
signéP C’est le revenu non distribué 
d'une corporation contrélée, 4 la fin 
de sa derniére année d’imposition 
précédant la période de contrdle. 
Cette période est celle qui va du com- 
mencement de lannée d’imposition 
ayant vu la prise de contréle, jusqu’a 
la fin de lannée imposition durant 
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laquelle un dividende a été payé. II 
est 4 remarquer que la période de 
contréle commence au début de 
Yannée d’imposition durant laquelle 
Yacquisition du contréle s’est produite, 
peu importe la date exacte de cette 
acquisition. A noter également que 
la période de contrédle va jusqu’a 
la fin de année d’imposition durant 
laquelle le paiement du dividende a 
eu lieu, sans tenir compte de sa date 
exacte. 


Si, au cours d'une période de con- 
tréle, des dividendes son payés par 
une compagnie contrdélée, il y a pré- 
somption que ces dividendes sont 
payés dans l’ordre et avec les consé- 
quences qui suivent: 

1. A méme les revenus accumulés 
durant la période de contréle. Ces 
dividendes ne sont pas imposables 
entre les mains de la compagnie- 
mére; 


2. A méme cette partie du surplus 
désigné qui n’est pas libérée 
‘impét. Ces dividendes sont im- 
posables entre les mains de la 
compagnie-mére; 

3. A méme cette partie du surplus 
désigné qui est libérée d’impét ou 
& méme tout autre surplus dispo- 
nible pour le paiement de divi- 
dendes. Ces dividendes ne sont 
pas imposables entre les mains de 
la compagnie-mére. 


Nous avons souligné antérieurement 
les priviléges et les limitations d’une 
compagnie contrélée en ce qui con- 
cerne la libération du revenu non dis- 
tribué aprés paiement d'un impédt 
spécial de 15%. Il est 4 noter que les 
dividendes payés par une compagnie 
contrélée entre le commencement de 
la période de contréle et la date 
d’acquisition du contréle constituent 
une charge au surplus désigné et non 


pas aux revenus de la période de 
contréle. 


Le dividende présumé 

Lorsqu’une corporation posséde du 
revenu non distribué, larticle 81' de 
la loi présume que les actionnaires re- 
goivent un dividende 4 Yoccasion de 
un ou lautre des actes corporatifs 
suivants: 


1. Lorsqu’une distribution est faite 
aux actionnaires 4 la suite de la 
liquidation ou de la réorganisation 
de la corporation; 

2. Lorsque les actions ordinaires sont 
rachetées ou réduites; 


3. Lorsque des actions ordinaires sont 
converties en d'autres actions ou 
en passif quelconque de la com- 
pagnie; 

4. Lorsque le revenu non distribué 
est capitalisé en tout ou en partie; 

5. Lorsqu’un dividende en actions 
est distribué; 


6. Lorsque le capital-actions est aug- 
menté autrement que par le paie- 
ment d’un dividende en actions ou 
par une augmentation des actifs, 
celle-ci n’étant pas inférieure a 
Yaugmentation du capital-actions. 


Les actes corporatifs énumérés ci- 
haut donnent lieu 4 un dividende pré- 
sumé jusqu’a concurrence du revenu 
non distribué existant. Par exemple, 
la distribution des actifs lors de la 
liquidation d’une corporation ne pro- 
duit un dividende présumé que pour 
un montant égal au revenu non dis- 


1 D’autres articles de la loi assimilent cer- 
taines transactions 4 des dividendes pré- 
sumés. C'est le cas, par exemple, de la 
distribution présumée du revenu d’une 
corporation personnelle et des préts aux 
actionnaires. Ces transactions n’entrent 
pas toutefois dans le cadre de cet article. 
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tribué. L’excédent du montant de la 
distribution sur le revenu non dis- 
tribué, qu'il provienne soit du capital- 
actions, soit d’un surplus, n’entraine 
aucune conséquence d’impét pour les 
actionnaires. En d’autres mots, aucun 
dividende présumé ne peut se pro- 
duire aprés qu'une corporation a 
liquidé son revenu non distribué soit 
en le libérant par paiement de lim- 
pdt spécial de 15%, soit en le distri- 
butant, soit en le capitalisant. La loi 
prévoit aussi qu'une dividende pré- 
sumé ne constitue pas du revenu entre 
les mains de Ilactionnaire jusqu’é 
concurrence du montant de revenu 
non distribué libéré d’impét. En 
résumé, lorsqu’il y a une distribution 
présumée de surplus par suite d’un 
de ces actes corporatifs, il y a pré- 
somption que cette distribution est 
une charge aux différents comptes de 
surplus, dans Yordre et avec les con- 
séquences qui suivent: 

1. Le revenu non distribué libéré 
d'impét. Dans ce cas le dividende 
présumé ne constitue pas du 
revenu et, par conséquent, n’est 
pas imposable; 

2. Le revenu non distribué. Le di- 
vidende est alors imposable entre 
les mains des actionnaires; 


8. Tout autre surplus de la com- 
pagnie. Il n'y a pas ici de di- 
vidende présumé et par consé- 
quent pas d'imposition. 

Il faut noter la différence considé- 
rable entre un dividende et un divi- 
dende présumé. En effet, le divi- 
dende, soit payé 4 méme un revenu 
non distribué libéré d’impét ou non, 
soit payé 4 méme un surplus de ca- 
pital ou tout autre surplus corporatif, 
est toujours imposable. Le dividende 
présumé n’est imposable que dans la 
situation suivante: lorsqu’il existe du 
revenu non distribué 4 un moment od 
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il n’y a pas de revenu non distribué 
libéré d’impét. Ainsi, un dividende 
en actions payé 4 méme un surplus de 
capital 4 un moment ou il n’y a pas 
de revenu non distribué n’entraine pas 
d’imposition. Un dividende en actions 
payé a méme un surplus libéré 
dimpét n’entraine pas d imposition 
méme s'il existe du revenu non dis- 
tribué. C'est dans ce cas que Iutilisa- 
tion avantageuse du privilége de 
libérer du revenu non distribué par 
paiement d’un impét de 15%, devient 
plus évidente. Nous venons de voir 
qu'un dividende en actions payé a 
méme du revenu non distribué libéré 
dimpét n’est pas imposable. Nous 
soulignerons plus loin qu'il y a lieu 

’étre prudent dans le choix de la 
catégorie d’actions a utiliser lors du 
paiement d’un dividende en actions 
& méme un surplus non distribué 
libéré d’impét. 


Actes corporatifs qui entrainent un 
dividende présumé 

Revenons maintenant aux actes cor- 
poratifs qui entrainent un dividende 
présumé jusqu’é concurrence du mon- 
tant de revenu en main non distribué. 
Lors de la liquidation d’une com- 
pagnie, cette partie des actifs dis- 
tribués aux actionnaires, égale au 
montant de revenu non distribué, 
est un dividende présumé et par con- 
séquent imposable. Tout autre sur- 
plus corporatif distribué au moment 
de la liquidation n’entraine pas d’im- 
position. Comme il a été mentionné 
plus haut, un dividende payé dans le 
cours normal des affaires est impo- 
sable, qu'il soit payé 4 méme n’im- 
porte quel surplus corporatif. La 
raison de cette différence entre un 
dividende payé dans le cours normal 
des affaires et un dividende payé au 
moment de la liquidation, provient du 
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fait que les actifs d’une compagnie au 
moment de la liquidation perdent leur 
identité de capital ou de revenu en 
vertu de la loi des compagnies. Bref, 
au moment de la liquidation, seul le 
revenu non distribué et non libéré 
d'impoét est sujet a limposition. 

Le rachat ou la réduction d’actions 
ordinaires, ainsi que la conversion d’ac- 
tions ordinaires en d'autres actions 
ou passif de la compagnie, entrainent 
un dividende présumé jusqu’a con- 
currence du montant de revenu en 
main non distribué. Le but de cette 
disposition est évidemment d’empé- 
cher les actionnaires ordinaires de re- 
cevoir leur capital avant de payer l’im- 
pot sur leur quote-part de revenu non 
distribué. I] serait en effet attrayant 
pour les actionnaires de recevoir les 
fonds, dont la compagnie n’a pas 
besoin, sous forme de réduction de 
capital plutét que de distribution de 
profits et ainsi retarder indéfiniment 
le paiement de l'impét sur cette dis- 
tribution. I] est 4 remarquer cepen- 
dant, que cette disposition touche 
seulement les actions ordinaires. II 
est donc possible de racheter des 
actions privilégiées en tout ou en 
partie, sans aucune conséquence d’im- 
pot. C’est pourquoi il faut montrer 
une sage prévoyance lorsqu’il s’agit 
de payer un dividende en actions a 
méme un surplus libéré d’impét. En 
effet, si Ton désire que ce surplus 
puisse éventuellement se transformer 
en monnaie légale dans les mains des 
actionnaires, il y a lieu de distribuer 
un dividende en actions privilégiées 
plutét qu’en actions ordinaires afin 
d’éviter un dividende présumé au mo- 
ment du rachat de ces actions. I] est 
4 noter aussi que la conversion 
dactions ordinaires d’une catégorie 
en actions ordinaires d’une autre caté- 
gorie n’entraine pas de conséquence 
d'impét. 


La capitalisation de revenu non 
distribué entraine un dividende pré- 
sumé égal au montant capitalisé. La 
capitalisation de revenu non distribué 
consiste 4 virer en tout ou en partie 
ce revenu non distribué 4 un compte 
de capital-actions. Le dividende pré- 
sumé ne peut cependant pas dépasser 
le montant total de revenu non dis- 
tribué et, en labsence d’un tel sur- 
plus, la capitalisation d’un surplus de 
capital n’entrainerait aucune consé- 
quence d’impét. 

Le dividende en actions donne lieu 
a un dividende présumé lorsqu’il est 
distribué 4 un moment ov il existe du 
revenu non distribué et lorsqu’il n’y a 
aucun revenu non distribué libéré 
d'impét. 

Le dernier de ces actes corporatifs 
énumérés plus haut est l’augmenta- 
tion du capital-actions autrement que 
par un dividende en actions ou un 
accroissement des actifs d’un montant 
non inférieur 4 Taugmentation du 
capital-actions. Un exemple d’un telle 
situation est Taugmentation de la 
valeur nominale des actions pour 
refléter une ré-évaluation des actifs 
sans qu'un changement réel soit sur- 
venu dans les actifs. Une telle aug- 
mentation de la valeur nominale des 
actions constitue un dividende pré- 
sumé jusqu’a concurrence d’un mon- 
tant égal au revenu non distribué. 
Un autre exemple est la création d’un 
achalandage accompagnée d’une aug- 
mentation du capital-actions. 


Conclusion 


Ce qui précéde est un tableau bien 
schématique de quelques-uns des 
problémes qui entourent la distribu- 
tion directe ou indirecte des profits des 
corporations. Notre but était de 
souligner la complexité de ces pro- 
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blémes au point de vue de l’impot sur 
le revenu et le soin avec lequel la 
solution doit en étre abordée. II est 
bon de retenir quau point de vue 
impot, une distribution de profits ne 
peut se faire que (1) par un divi- 
dende ou (2) par ce que la loi 
présume étre un dividende. I] faut 
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conséquences, entre le dividende et le 
dividende présumé. Cette différence 
s‘illustre comme suit: le dividende est 
toujours imposable, quel que soit le 
surplus dont il provient, alors que le 
dividende présumé n’est imposable 
que s'il existe du revenu non distribué 
4 un moment ou il n’y a aucun revenu 


aussi retenir la différence, lourde de _ non distribué libéré d’impét. 


Expense Explained 

Addressing a meeting of Philippine accountants some time ago, J. S. 
Seidman, now president of the American Institute of Certified Public Ac- 
countants, recalled the following incident from his professional career: 

“It reminds me of an experience that we once had in the course of our 
work, in the office of ours which is located in a relatively small community. 
During the year, a very valued employee of a client of ours died. This em- 
ployee was such a nice fellow, and he had served so loyally that the com- 
pany for the first time in its history decided to pay for the funeral of the 
employee — the hearse, the carriage, the works. At the end of the year we 
came up just to draw the figures to prepare the income tax return. We were 
not making an audit. But because it was such a small community, I already 
knew that the employee had died during the year and that the company had 
paid for the cost of the funeral. And as I came to the accounts, I could not 
spot where the cost of this funeral was recorded, not that it was too important, 
but I was just curious about it. And in order not to waste too much time 
I called the bookkeeper over and I said, ‘Look, John. Jim died during the 
year, you fellows paid for the funeral, how did you treat it on the books? 
And the bookkeeper said, Well, actually he did not know what to do with it. 
He never had such a transaction of this sort, and the best thing that he 
could figure out, and what he finally did, was to charge it to ‘packing, ship- 
ping and crating’.” 


— “How to Catch Employee Frauds”, by J. S. Seidman, 
The Accountants Journal, December, 1958. 
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THE History of hospitals in Canada 
dates back to 1639, yet at no time 
have these institutions been more im- 
portant to Canadians than they are in 
1960. Not only the health of individ- 
uals but the wealth of a nation is in- 
volved in them. In the latter aspect 
lies the professional interest of the 
chartered accountant practising pub- 
lic accounting. 

Obviously the public accountant 
will serve the hospital most effectively 
in his role as auditor. The word 
“serve” is deliberately associated with 
the term “audit” to direct attention to 
the fact that something more is en- 
visaged in the audit function than is 
found in textbook definitions and the 
official releases of accounting bodies. 

There are two cogent reasons for 
suggesting a broad approach to the 
hospital audit. The first is the current 
state of hospital accounting, and the 
second is the urgent need of these in- 
stitutions for professional advice and 
guidance in matters of finance. Under 
no circumstance should this approach 
be construed as an argument against 
the application of the technical re- 


quirements in the independent audit. 
At the same time, anyone attempting 
to carry out a hospital audit should 
be alert to the influences peculiar to 
the hospital of today. 


The Audit 

In a technical sense the audit meets 
professional standards when the scope 
of the examination is sufficient to 
“justify the expression of an opinion” 
(C.LC.A. Bulletin No. 17). This ex- 
pression of opinion is of value only 
when it is the product of skills based 
on education and experience. 

Professionally, much is implied in 
the scope of the tests and checks ap- 
plied in an audit. For example, where 
there is evidence of effective internal 
control, certain procedures of verifica- 
tion may be omitted. 

Generally speaking, the hospital 
audit involves the same techniques re- 
quired in any audit assignment. First, 
a preliminary survey by a qualified 
person should precede an audit pro- 
gram. Again, while forming the 
pattern of the program is largely a 
technical task, it reflects the judgment 
of its designer. The result of the ap- 
plication of the audit program shapes 
the qualifications, if any, in the audit 
report appended to the financial state- 
ments. 

The inappropriateness of a stereo- 
typed check list of audit instructions 
for a hospital is apparent from read- 
ing “Case Studies in Auditing Pro- 
cedures” published by the American 
Institute of Certified Public Account- 
ants. Study No. 11 illustrates the pro- 
cedures used for a 150-bed general 
hospital. With minor changes, the 
study may be applied to the Canadian 
scene. However, with the advent of 
government hospital insurance, certain 
statutory audit requirements are being 
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advocated. Such conditions call for a 
knowledge of the legislation in each 
province. Because the federal govern- 
ment is interested in hospital financial 
affairs, an understanding of its law is 
also desirable. 


An outline of what government au- 
thorities consider to be an adequate 
examination is contained in an ad- 
dress by E. P. McGavin, C.A., comp- 
troller of the Ontario Hospital Ser- 
vices Commission, at a meeting of the 
Ontario Hospital Association in Octo- 
ber 1958. He stressed the need for 
“proper and sound” auditing. From 
his remarks, not only would a state- 
ment of the adequacy of internal con- 
trol be part of the report, but the au- 
ditors would be expected to attend 
during stocktaking and to satisfy 
themselves on its accuracy. The pub- 
lic accountant practising as an audi- 
tor of a Canadian hospital must not 
only be aware of his professional 
technical responsibilities but alert to 
statutory requirements. 


The Hospital 

It is axiomatic that the auditor be 
familiar not only with the aims and 
objectives of the enterprise under 
scrutiny but its particular organiza- 
tional methods of reaching its goals. 
There are some characteristics of a 
hespital which distinguish it from 
those organizations coming under the 
jurisdiction of a Companies Act. 

Undoubtedly, the chief of these is 
its function of service to a community 
without regard to profit. Furthermore, 
this service is available to the sick 
and injured on an around-the-clock 
basis, 365 days a year, and is provided 
regardless of the individual’s ability 
to pay. Described thus, the hospital 


may be called a non-profit institution. 
As such, it does not attract the atten- 


tion of the tax assessor who is usually 
interested in measuring profits. The 
main task of the accounting function 
is to measure control and report on 
services rendered. 


Who owns and controls a hospital? 
While hospitals had their beginning in 
religious organizations, there has been 
an ever-expanding sponsorship by 
voluntary, non-sectarian, lay groups 
and more recently by local, provin- 
cial or federal governments. Because 
of the nature of the service rendered 
by a hospital, the chief responsibility 
of those in control is to provide care 
in keeping with the established medi- 
cal standards. Fortunately, in Can- 
ada, people with high ideals and a 
dedicated purpose have guided the 
sponsoring bodies in setting standards. 
The attainment and maintenance of 
these care standards have resulted in 
a highly complex organization, in the 
interest of the patient. 


The complexity of a hospital is 
readily recognized in the doctor re- 
lationship in which an almost self- 
governing group of professionals work 
in the hospital, subject to their own 
rules and yet under the immediate 
responsibility of hospital trustees and 
administrators who are charged with 
the duty of seeing that hospital regu- 
lations are carried out. Since hospital 
care involves the application of medi- 
cal science and art, the pattern of 
service is largely determined by the 
members of the medical profession, 
rather than by the administrator. 
Thus, certain supply expenditures 
and professional staff direction are to 
a degree beyond the directive juris- 
diction of the administration. An ac- 
countant will recognize that here is a 
difficulty in a program of internal 
control. 


Further evidence of hospital com- 
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THE HOSPITAL AUDIT 


plexity is found in the departmental- 
ization of its chief centres of respon- 
sibility. In a general hospital, there 
are usually about 22 departments in 
two main classes: professional service 
departments and general service de- 
partments. 


Under the professional service de- 
partments are nursing administration, 
nursing unit, nursery - obstetrical, 
emergency unit, out-patient depart- 
ment, operating room, central supply 
room, pharmacy, delivery room, lab- 
oratory, radiology, physiotherapy, 
medical records and medical library, 
nursing education, medical education 
and perhaps others. In the general 
service departments (sometimes re- 
ferred to as hotel services since they 
are common to this type of enter- 
prise) are administration, dietary, 
laundry, linen service, housekeeping 
and operation of physical plant. 


These administrative centres of 
service — professional and general — 
are natural areas of accountability not 
only in relation to units of patient care 
but also in terms of dollars. Out of 
this administration design come the 
bases for the type of accounting found 
in the operating accounts of a hos- 
pital, namely, income and expense. 


Because it must care for the sick 
and injured regardless of ability to 
pay, the hospital, particularly if it is a 
voluntary religious or lay one, looks to 
philanthropic sources for financial as- 
sistance. Sometimes its appeal has re- 
sulted in contributions not only for 
operating support but for buildings 
and in some cases endowments. Some 
of these gifts have “strings” attached 
restricting the use of the asset and/or 
any associated income. Here is an- 
other influence affecting accountabil- 
ity. 


As already stated, the hospital, like 
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the firehall, provides a continuous 
stand-by service without which the 
modern community could not exist. 
Little imagination is required to 
realize the effect such a condition has 
on its operating results and the dif- 
ficulties encountered in measuring its 
service in terms of money. 


The Accounting 

Since the audit function is a part 
of accounting, the auditor should 
know not only what is but also what 
should be in effect in the accounting 
procedures. 

In the early 1930’s, representatives 
of the Canadian Hospital Association 
and the Dominion Bureau of Statistics 
wanted to improve the accounting of 
hospitals. The chief reason at that 
time was to provide comparable finan- 
cial statistical data, coinciding with 
the increasing economic importance 
and growth of hospitals. At the same 
time, there was undoubtedly a need 
for reliable financial information. 


However, probably because of the 
lack of understanding of the uses of 
accounting, hospital authorities tend- 
ed to avoid its application in their 
business affairs. One of the reasons 
which they gave was that a hospital 
as a non-profit charitable institution 
could not tie its activities too closely 
to dollar tags. Of course, they over- 
looked the tremendous contribution 
that appropriate accounting can make 
to administration by measuring, con- 
trolling and explaining the use of 
economic resources in attaining ob- 
jectives. 

Fortunately, due to the educational 
efforts of hospital associations, allied 
organizations (such as Blue Cross) 
and governments, hospital leaders 
within the last ten years have become 
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fully aware of the usefulness of ac- 
counting to administration. 

Out of need, a pattern of account- 
ing has been shaped to the adminis- 
trative design of the hospital. The 
Canadian Hospital Association with 
its affiliated provincial organizations 
has spearheaded the drive for a uni- 
form approach to classes of accounts 
and terminology. It has received 
continuous encouragement from the 
Dominion Bureau of Statistics which 
has statutory support in demanding 
standard annual financial and statist- 
ical returns from hospitals. 

The latest editions of available ac- 
counting guides are “The Canadian 
Hospital Accounting Manual (Interim 
Revision Draft — 1958 Supplement)” 
published by the Canadian Hospital 
Association, Toronto and “Draft In- 
structions and Definitions for the An- 
nual Report of Hospitals — Financial 
Return” obtainable from the Do- 
minion Bureau of Statistics, Ottawa. 
While their titles suggest that the ad- 
vice is tentative, these guides contain 
the fundamental information around 
which the accounting process can be 
developed. Undoubtedly, the type of 
accounting advanced in these releases 
will be basically that required by 
each of the provinces in the hospitals 
associated with a government-spon- 
sored hospital insurance plan. 

These guides contain a chart of 
general ledger accounts with recom- 
mended terminology and account 
numbers, together with a check list 
of buildings and equipment. (A re- 
vised check list of supplies is also 
available.) Because of the close 


liaison between the Canadian Hos- 
pital Association and government rep- 
resentatives, the number code of ac- 
counts as well as check lists ( building, 
equipment and supplies) are the 
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same. This has all been accomplished 
with the thought that the accounting 
system should primarily provide in- 
formation for the management. 

The advocated accounting system 
is adaptable to hospitals of any size 
and in any location. There is a de- 
partmentalization of accounts for the 
functional departments of the hospital 
as well as by class of income and ex- 
pense. Income may be recorded and 
accumulated by source and/or by 
type of service. There are three class- 
es of expense: salaries, supplies and 
other, which includes such items as 
bond interest and depreciation. 


Under the recommended system, the 
institution’s resources are funded. This 
is in keeping with the need to account 
for gifts and grants for specific pur- 
poses. The self-balancing divisions 
are described as revenue fund (oper- 
ating and working capital), endow- 
ment fund, plant fund (building and 
equipment), and possibly others such 
as temporary building fund. This 
type of accounting has many advan- 
tages, unfortunately not always recog- 
nized in other enterprises. 

Another distinguishing mark is the 
omission of the word “profit” from the 
recommended accounting terms in the 
guides of the Canadian Hospital As- 
sociation and the Dominion Bureau 
of Statistics (and the Department of 
National Health and Welfare). 


Inasmuch as the chart of accounts 
shapes the form and sequence of the 
information in the financial state- 
ments, the balance sheet and operat- 
ing account mirror the funded nature 
of the operation as well as depart- 
mentalization. Again, annual and 
periodic financial returns of govern- 
ment conform to the recommended 
arrangement of accounts. 











60 


od 


ng 
n- 


ze 
e- 
he 
al 
‘X- 
ad 
oy 
‘S- 
id 
as 





THE HOSPITAL AUDIT 


Unfortunately, the awareness of 
the value of accounting in hospital 
affairs is still a relatively recent de- 
velopment. Therefore, the accounting 
procedures in many hospitals leave 
much to be desired. This is particu- 
larly true when a formal audit report 
such as required under a Companies 
Act is expected. As a matter of fact, 
internal control of the degree found 
in industry is practically non-existent 
in voluntary hospitals. The auditor 
must perform extensive verification 
and depend upon his observational 
powers for evidence of factors vital to 
the financial presentations being re- 
ported upon. 

However, this deficiency is rapidly 
being overcome by the employment of 
qualified personnel in the business 
offices of hospitals, and a growing ap- 
preciation by administration of the ad- 
vantages of appropriate accounting as 
drafted in the Canadian Hospital Ac- 
counting Manual. 


Finance 

Associated with the audit and ac- 
counting is hospital finance. After all, 
the first two functions exist for the 
sake of the last. 


Over the years, hospitals have been 
notorious for their operating deficits, 
and in almost every case it was ex- 
plained away by statements that such 
a condition came about through pro- 
viding indigents with “free” care. Ex- 
perience and improved accounting 
have revealed that this was not en- 
tirely true. Deficits occurred because 
care rates, even for those with ability 
to pay, were set below costs. 

Traditionally, the hospital has 
looked to the community for financial 
assistance in the form of donations 
and grants. In some parts of Canada 
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this kind of help has been generous; 
in others only token contributions 
were obtained. Some hospitals not 
only received assistance for current 
operations but were given plant fund 
resources sufficient to look after all 
their building and equipment require- 


ments. On the other hand, others 
found it necessary to borrow by 
means of long-term debt (mortgage 
bonds usually) to acquire plant fund 
assets. This pattern of financing led 
to a number of academic arguments 
about the place of depreciation in the 
hospital operation. For those hospitals 
with long-term debt, it is practical 
and necessary to recover in liquid 
form the depreciation allowance 
charged to operations. The auditor 
must be alert to the implications of 
the depreciation problem. 


In the past 20 years or so, people 
have gone to the hospital in greater 
numbers usually for less serious ill- 
nesses. At the same time, more of 
them have the ability to pay the costs 
of their care. Because of the popu- 
larity of hospital prepayment plans 
(Blue Cross) and insurance, there is 
a proper resentment against sharing 
the expense of indigent care through 
hospital rates set higher than costs. 
The fact that governments have not 
fully accepted responsibility for the 
costs of the indigent ill and injured is 
no reason for hospitals to shift such 
expense to the self-paying patient. 

Where appropriate accounting is 
applied, it is difficult to defend a 
series of operating deficits on any 
grounds, economic or otherwise. In 
the long run, such methods of financ- 
ing can only mean disaster for the in- 
stitution and deterioration in the qual- 
ity of care. Furthermore, the profes- 
sional accountant can do much to 
assist administration to track down 
and eliminate inefficiencies. 
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Audit Service 

The qualified public accountant 
offering his services as auditor finds 
himself charged by his clients with 
duties and responsibilities far beyond 
those contemplated in any official 
definition of the term “audit”. He is 
expected to have not only an extensive 
knowledge of accounting but possess 
a real understanding of finance. 


The chartered accountant as an in- 
dependent auditor can make a sub- 
stantial contribution to the adminis- 
tration of hospital business affairs. 
This potential contribution is subject 
to his understanding of, and interest 
in, the economic needs of hospitals. 
He must know not only the aims and 
objectives of the institution but also 
the history of its development as a 
public service organization. He must 
also know the statutory requirements 
regarding the financial statements 
which are submitted to government 
agencies. 

The formal audit report attached 
to the balance sheet and operating 
statement is not of itself much help 


to the administrative officers of the 
hospital. They need a narrative re- 
port of sufficient length and content 
to be considered an analysis of the 
financial statements and review of the 
results for the year. 


A working knowledge of common 
hospital statistics, such as the patient- 
day averages, is essential in develop- 
ing the narrative report. In this con- 
nection, the statement of application 
of funds, which is a basic part of 
financial statements in industry, is 
helpful. Not used, but much needed, 
is a proper presentation of the equity 
(capital or “surplus” account) in each 
fund, showing a distinction between 
contributed capital and accumulated 
operating deficits. These are but a 
few of the instances where the prac- 
tising public accountant can aid the 
administrators. 


The aim of audit and accounting is 
to improve the finances of the hos- 
pital, and a hospital in a healthy eco- 
nomic condition will make a better 
contribution to the care of the people 
of Canada. 


Accounting — A Practical Profession 


Accountancy is becoming, by force of outside influence if not by in- 
clination, more and more a practical profession and the greatest testimony to 
this fact is the very large number of qualified members who are finding 
satisfying careers in industry and commerce. 


It may well happen, therefore, that at a not too distant date there may 
be three serious contenders, not two, for the honour of training future genera- 
tions of accountants — the office, the university classroom and the whole in- 
dustrial layout from the factory floor to the executive suite. In how to re- 
solve and reconcile these claims, lies the core of the problem of accounting 
education today. 


— The Accountant, July 11, 1959. 
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JAMES T. McCAY 






Planning for Growth 





In recognition of the wide range of 
interest among readers of the maga- 
zine, an article was sought from James 
T. McCay, author of the well-known 
book, “The Management of Time”. 
Mr. McCay has responded with views 
of a most thought-provoking charac- 
ter. The theme is that acquisition of 
knowledge is the critical capital of 
this age of innovation. 

Some time in the past 20 years we 
moved out of the Modern Age into a 
“post modern world”. Within a gen- 
eration we have largely abandoned 
the 300-year old Cartesian world view 
of mechanical cause. We have re- 
placed it by a new dynamic view that 
features pattern and purpose. This 
imposes on us an adjustment in out- 
look no less severe than would a shift 
from a monastic cell to an executive 
office of a modern corporation. Most 
of us are still mentally blinking our 
eyes in our effort to adjust to the 
change. 


We can already discern some of the 
more striking features of this new 
world. We see the proliferation of 
big organizations of all kinds. We 
see these creating new opportunities 
and services through planned innova- 
tion. We see the entrepreneur and 
old-time boss being replaced by the 
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professional manager. We see the 
worker being supplanted by knowl- 
edge and concepts — the process of 
automation. We see principles of ex- 
ploitation giving way to ones of 
growth and development. We see 
the emergence of the educated man 
as the only truly productive individ- 
ual. We see products, methods and 
ideas become obsolete with frighten- 
ing rapidity and wonder whether we 
too will become obsolete before re- 
tirement. 


KNOWLEDGE 






—— 


KNOWLEDGE 
1900 






Learning to Learn 


One of the most spectacular trends 
of the 20th century, a trend that has 
slammed us into the post modern 
world, is the explosion of knowledge. 
More than 80% of published informa- 
tion has been created in the past 60 
years. This growth of knowledge 
could be diagrammed in the way 
shown above. 
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Our education was focussed on 
“vertical knowledge”, the knowledge 
of the past. Now we realize that an- 
other crucial dimension, the lateral 
dimension of knowledge, has been 
added. We must discover how to 
keep stretching our minds to encom- 
pass this expanding knowledge of to- 
day. Unless we keep abreast of cur- 
rent social, technological and political 
change, we face the early prospect of 
becoming strangers in an alien world, 
and pennyless strangers at that, for 
the only real capital in an age of in- 
novation is up-to-date knowledge. 
Our growth problem today is the 
question, “How can we increase our 
rate of learning?”. 


In World War I men faced a similar 
problem. Then the survival question 
was, “How can we increase the rate 
of production?” They found their 
answer in the newly emerging science 
of management. They applied its key 
principle, namely, “to increase output, 
study and improve methods and con- 
ditions of work”. The results of work 
study gave an impressive gain in pro- 
duction of goods and continue to do 
so to this day. 


To increase our rate of learning we 
have only to apply a principle similar 
to that by which we mastered pro- 
duction. We must study and improve 
conditions and methods of learning. 
We have little time, but fortunately 
we already have the major outline of 
what we need in the findings of the 
behavioural sciences. What is most 
encouraging is that these sciences now 
have given us a picture of man and 
of what he can do best. They tell us 
that man is a learner; that he thrives 
on learning; that given human con- 
ditions he can continuously increase 
his learning throughout his lifetime. 
In short, for man, to learn is to grow. 
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From our vantage point we can 
now recognize that man’s history is 
but a record of his performance under 
subhuman conditions. Until now on- 
ly the gifted and privileged, a tiny 
fraction of humanity, had the re- 
sources for learning and creating. All 
the rest were condemned as expend- 
able objects of use. Their creative 
power found outlet in imaginative 
ways to resist change and to destroy. 
As Erich Fromm has commented:' 
“Life has an inner dynamism of its 
own; it tends to grow, to be expressed, 
to be lived. It seems that if this tend- 
ency is thwarted the energy directed 
towards life undergoes a process of 
decomposition and changes into en- 
ergies directed towards destruction.” 


We now recognize, too, that man is 
a troublesome producer. Only ma- 
chines function efficiently under the 
standard conditions and mind-killing 
repetition dictated by work study. We 
must learn how to relieve all men in 
production processes by mechanical 
slaves if we are to eliminate the wide- 
spread destructive forces at work in 
our environment. 

And so we return to “learning” as 
the key. We grow and become 
abundant by learning. There are mil- 
lions of us now who have the basic 
prerequisites for learning: food, secur- 
ity, literacy and information. By 
planning for growth we can make 
creativity — the product of maturity 
—commonplace. As individuals we 
have first to learn how to learn and 
make growing a feature of every 
day. This point was discussed in 
“The Management of Time”? As 
members of organizations we will 


1 “Escape from Freedom”, Erich Fromm, 
Rinehart, N.Y., 1940. 


2 “The Management of Time”, James T. 
McCay, Prentice-Hall, N.J., 1959. 
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PLANNING FOR GROWTH 


need to create conditions that favour 
rapid learning. How can we do this? 


Creating Conditions for Rapid 
Learning 

Were we to take up commercial 
orchid growing, we would not dream 
of locating in the Arctic. Yet most of 
us struggle to grow ideas in equally 
hostile environments. Remember that 
our heritage has been one of exploita- 
tion — people exploiting natural re- 
sources, people exploiting people, 
people exploiting themselves. Small 
wonder that we take conditions of ex- 
ploitation for granted and furthermore 
tend on first impulse to defend them 
as though they were sacred rites. To 
set things aright we must fight the 
primitive impulse to scuttle back from 
the unfamiliar. But this is not enough. 
We must etch into every fibre of our 
being the commandments of learning 
and how to follow them. There are 
four: privacy, social goals, freedom 
of action and variety of input. Here 


James T. McCay is 
president of Bois, 
McCay & Associates 
Limited, Montreal 
and is the author of 
“The Management 
of Time” published 
by Prentice - Hall, 
Inc. in 1959. He 
graduated from the University of Brit- 
ish Columbia in 1943 in chemical en- 
gineering and his subsequent back- 
ground includes work in an oil refin- 
ery project in the Persian Gulf, and 
later as a purchasing agent, salesman, 
manager and management consultant. 
He formed his present firm of man- 
agement development and planning 
counsel with Dr. J. S. Bois in 1951. 
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we can only look at them briefly in 
turn. 


Privacy for Rapid Learning 


Learning is our most important way 
of: growing. Like all growth pro- 
cesses it is self-regulated. Edmund 
Sinnott suggests that common to the 
protoplasm of all living cells is a kind 
of “inner directedness” that controls 
the form and direction of develop- 
ment. This “inner directedness” may 
be thought of as a kind of inner guid- 
ing image. At conception each indi- 
vidual is dealt a different hand from 
the. genetic deck (in man, some ten 
thousand or more genes). The possi- 
bility, therefore, that any two indi- 
viduals would have an identical guid- 
ing image can for all practical pur- 
poses be neglected. Plants and ani- 
mals can only grow according to the 
dictates of their unique guiding im- 
age. Men, however, can share their 
images through the use of symbols. 
Symbols give us the power to com- 
municate and to create (imagination ). 
They also can be used to mutilate our 
delicate inner guiding systems. We 
can be coerced or persuaded to aban- 
don what we want to do and be led or 
forced to accept a false image for our 
short -and long-range goals. When 
this happens, we lose our inner bal- 
ance, health and originality, fall prey 
to anxieties and cease growing. 


Since learning (learning and grow- 
ing are here used as equivalents) is 
a very private affair, it proceeds best 
when free from interference. In other 
words, we learn most when supervis- 
ed least. Outer authority, of course, 
plays a supporting role in the early 
stages of growth, but it must be grad- 
ually replaced by inner authority if 
we are to properly develop and be- 
come fully mature and creative. A 
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diagram of this transition would look 
like this: 
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TOWARDS MATURITY 


In his “Practice of Management’, 
Peter Drucker has given a clear pic- 
ture of one application of this central 
principle of learning, namely, “Man- 
agement by objectives and self-con- 
trol”. 


We can achieve a much greater 
rate of learning as we come to re- 
spect ourselves and other people. 
“Respect” is a term derived from the 
Latin word respicere meaning “to 
look at”. We increase our capacity 
to look at ourselves and others as 
we increase our knowledge of other 
men in general and ourselves with 
our own unique characteristics and 
needs. As our respect grows, we 
become increasingly reticent to tell 
others what they “should do”. In- 
stead we will, when asked, help 
them to discover what they want 
to do and where their contribution 
will be of the most value. This of 
course is the true process of educa- 
tion (e-ducere meaning to lead 
forth). It is summed up in Albert 
Schweitzer’s concept, “reverence for 
life”. 


Social Goals for Rapid Learning 


A strong survival drive is basic to 
all life. In man it expresses itself con- 
sciously or unconsciously as a will to 
live. This blind striving inherent in 
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every cell of our being can express it- 
self in a number of intricately de- 
veloped forms. In its most primitive 
form it shows in the way we instinc- 
tively move to protect ourselves when 
attacked. It appears, too, in our de- 
sire for children and our care for 
them. Since both we and our chil- 
dren may be destroyed, we can extend 
ourselves through our allegiance to 
a group. This larger survival unit 
may be our community, our nation or 
our church. Complete absorption in 
a group, however, offers us only a dim 
sense of individuality. Our strivings 
for self-realization demand that we 
discover unique ways to project our- 
selves beyond death. These we can 
find in our life work, providing that 
we see our work as serving social 
goals. If we have a very clear pic- 
ture of our work as a meaningful con- 
tribution to mankind, if we know be- 
yond question that we are doing 
something of value, then we seem to 
be able to call upon tremendous funds 
of energy otherwise denied us. On 
the other hand, without this kind of 
activity our survival drive is denied 
outlet. We feel cut off from life and 
confused. 


The doctor, the social worker, the 
teacher, the artist, the craftsman can 
easily relate his efforts to social 
goals. His work carries a quality 
of social conviction that lends him 
resiliency even under conditions that 
would be depressing and discouraging 
to others. Members of large business 
or service organizations, however, may 
not be able so easily to see their work 
as a “calling”. The thread of their 
contribution may interweave so in- 
geniously with the work of others 
that they lose sight of it in the final 
outcome. These people, whose num- 
ber is legion, must be helped if we 
all are to achieve continuing growth 
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and happiness. We can do this by 
supporting decentralization wherever 
it is feasible, by delegating trivial 
routines to oblivion, by delegating 
repetitive operations to automatic 
equipment, and by giving at least as 
much care to the formulation and 
communication of our company ob- 
jectives as we do to the advertising of 
our products. 


Freedom of Action for Rapid 
Learning 

To learn rapidly we need to be free 
to give our entire attention to the in- 
terest of the moment. Most of us in 
North America have already achieved 
a large measure of economic security, 
the foundation for individual free- 
dom. In our large organizations we 
still have many unrealized opportun- 
ities to increase individual freedom of 
action and learning. We can do much 
to increase our freedom in both 
psychological and physical dimen- 
sions. 

In the psychological dimension 
we need to help everyone realize 
that secrecy is the enemy of learn- 
ing. We must do everything possible 
to encourage the free flow of informa- 
tion to those who need or want it. It 
is no longer affordable to let any part 
of the workings of an organization re- 
main a mystery. Curiosity is the 
energizer of learning. It only killed 
the cat in the musty corners of author- 
itarian households. 


In the physical dimension we must 
break free from the galley reasoning 
that claims that men can only pro- 
duce when chained to their work 
places. This may be so for the work- 
ing men, but not for thinking men. 
It is naive to hold that men stop 
thinking about their responsibilities 
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when they are away from the job. 
There are already many functions in 
business that would in no way suffer 
if carried out when and where the in- 
dividual desired. Granted, this prin- 
ciple, if applied generally, would lead 
to some administrative headaches, but 
it would increase creative output. The 
critical question is this, “Is the prin- 
ciple objective ease of administration 
or is it increased output?” We could 
with profit shift our preoccupation 
from being on the job to account- 
ability for achieving objectives. 


Variety of Input for Rapid Learning 

Who cannot recall looking wistfully 
at the wondrous model train setups 
in toy department Christmas displays? 
Wanting to build one but lacking the 
parts? We can only learn — and 
create — if we have access to varied 
input. Our most important sources of 
input are sensory experiences of 
nature and art forms and ideas from 
people and books. The more varied 
are our opportunities to look, listen, 
taste, feel and touch, the more real- 
istic and original is our imagery. The 
more we expose ourselves to the crea- 
tions of artists, the most advanced of 
our image makers, the more we school 
our imaginative powers. In business 
we are only beginning to rediscover 
the value of surrounding ourselves 
with murals, paintings, sculpture, 
poetry and music. 

People are virtually inexhaustible 
sources of input. The more people we 
meet the more we are likely to learn. 
In particular we need association with 
highly educated people and with 
people of varied cultural backgrounds. 
To huddle with people of similar in- 
terests and experience exclusively, is 
to risk the almost certain outcome of 
intellectual incest — puerile ideas. 
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One of the most neglected sources 
of input, one that is now within the 
reach of everybody, is printed ma- 
terial. Books, paperbacks and high 
grade periodicals are available in 
quality and quantity at a trifling cost. 
Prior to the 16th century, books were 
so precious that they were sometimes 
chained to their shelves. Somehow 
most of us have been unable to 
escape this medieval attitude and ap- 
proach books with awe. Our organ- 
izations buy one copy of a good book 
for their library (if they have a 
library). They could, at unimagin- 
able gain, buy a copy for every de- 
partment. They worry lest a book be 
lost from the collection rather than 
show concern over how many people 
are reading it. They hopefully instal 
suggestion systems but fail to supply 
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a continuing source of fresh informa- 
tion for the building of ideas. This is 
like installing vending machines with- 
out providing for a supply of coins. To 
increase the rate of learning we must 
do everything possible to encourage 
people to read. The first step in this 
direction would be to provide abund- 
ant and varied books for reading in 
the heavily travelled parts of our or- 
ganizations. 


Never before have so many people 
had so great an opportunity to learn. 
Millions of us now have the security, 
the time and the information for 
growth. To fail to use these resources 
would be like struggling to get a box 
seat to the greatest show on earth, 
to enter the main tent and then to fall 
asleep under the grandstand. 


Copyright 1960, James T. McCay. 
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Accounting Research 


OTHER INCOME TAx ALLOCATIONS 


In earlier articles on income tax al- 
location in this department and in 
Bulletin No. 10 itself, attention has 
been directed almost exclusively to 
the problems created by differences 
between the capital cost allowances 
claimed for tax purposes and the de- 
preciation recorded. This aspect of 
the income tax allocation problem is, 
of course, the most important for most 
companies. For many companies, in 
fact, it is the only one where material 
amounts will be involved on a recur- 
ring basis. There are, nevertheless, a 
number of other situations in which 
companies may find income tax allo- 
cation procedures to be relevant; in a 
few of these the amounts involved 
may, on occasion, be substantial. 
Since the indications are that vari- 
ances between tax and accounting 
concepts of income are likely to in- 
crease rather than decrease, it would 
seem reasonable to assume that situa- 
tions in which income tax allocation 
is appropriate will become more fre- 
quent in future. A general discussion 
of the other situations in which in- 
come tax allocation may be relevant 
may help to evaluate the need for the 
procedure as well as its validity as an 
income-measuring device. 

The acceptance, by its proponents, 
of income tax allocation follows from 
the recognition of income taxes as a 
cost of doing business under contemp- 
orary conditions. It is argued that 


income tax, being a cost incurred as 
part of the normal income earning ac- 
tivity, must, like other costs, be sub- 
ject to the “matching principle” and 
recorded in the accounts in the same 
period as the related income. It is 
pointed out that the fact that income 
tax is imposed on net profit, and is 
thus affected by both revenues and 
expenses, may complicate the appli- 
cation of the matching principle to 
income tax expense, but it does not 
make it invalid. It merely means that 
an allocation or transfer of income 
taxes is required, not only in cases 
where items of income are transferred 
from one period to another, but also 
when items of expense are so allocat- 
ed or transferred. The process is 
therefore appropriate in any case in 
which an item of income or expense 
is recognized in the accounts in a 
fiscal period other than the one in 
which it is taken into account for tax 
purposes. This does not mean that 
every difference between taxable in- 
come and reported income must in- 
evitably be accompanied by an ad- 
justment of tax expense. Since the ob- 
ject of the procedure is to match the 
income tax expense with the items of 
income and expense reflected in the 
accounts, no allocation is required in 
respect of items which have no effect 
on taxable income or on tax. In addi- 
tion to transfers between fiscal years, 
the principle of income tax allocation 
also requires a transfer of income 
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taxes from the profit and loss state- 
ment to the earned surplus statement 
whenever income or expense items are 
carried direct to that statement. 

While a complete list of transac- 
tions in which problems of income tax 
allocation might arise would be ex- 
tremely lengthy, those which, in prac- 
tice, are likely to involve significant 
amounts fall into comparatively few 
major classes. The six examples dis- 
cussed below can thus be considered 
as fairly representative of the range 
of the problem. 


Depreciation and Cost Allowances 

Since this subject has been dealt 
with exhaustively in the past, no fur- 
ther comment on this aspect of the in- 
come tax allocation seems necessary 
here. It does seem desirable to point 
out, however, that the procedure re- 
commended by Bulletin No. 10 is an 
allocation of income taxes, not a pro- 
vision for a future liability or a means 
of equalizing the tax burden over the 
years. The treatment favoured by 
the C.I.C.A. Committee on Account- 
ing and Auditing Research involves 
the deferral of income tax reductions 
obtained through depreciation so that 
they can be reflected in the future 
period in which the related deprecia- 
tion is recognized in the accounts. 
The recognition of this characteristic 
makes it easier to see that this pro- 
cedure is merely one aspect of a much 
broader problem. 


Exploration and Development 
Expenses 

The special privileges accorded by 
the Income Tax Act to mines and oil 
companies permit such companies to 
deduct many expenditures on explora- 
tion and development when they are 
incurred. Many, although not all, of 


the expenditures which are deductible 
in accordance with these provisions 
are capitalized in the accounts of the 
companies concerned and subsequent- 
ly charged against operations as the 
oil or minerals are extracted or when 
the properties are abandoned. As a 
result, such costs are very seldom 
recognized in the accounts in the 
same year as they are recognized for 
tax purposes. 

The situation existing in such com- 
panies is, therefore, normally analo- 
gous to the situation which arises 
when capital cost allowances are 
claimed for tax purposes in excess of 
the depreciation provided. Despite 
this similarity, few, if any, oil or min- 
eral producing companies seem to 
have attempted to match the income 
tax burden with reported income. 
This is true even for those companies 
which are careful to follow the recom- 
mendations of Bulletin No. 10, with 
respect to depreciation of ordinary op- 
erating assets. 


In the case of mining companies, 
this apparent inconsistency is explain- 
ed by the fact that no attempt is made 
by most mining companies to match 
the costs of finding and developing 
mineral deposits against the revenue 
from such deposits. In many cases 
costs incurred prior to the commence- 
ment of production are capitalized 
and are carried forward indefinitely 
without any provision for depletion or 
amortization. The difference between 
the tax treatment of such costs and 
their treatment in the accounts is thus 
permanent so that no question of al- 
location of taxes arises. Similarly, 
subsequent development costs are 
written off as incurred so that no dif- 
ference between the tax and account- 
ing treatment arises with these either. 


There appears to be no such reason, 
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however, for the general failure of the 
oil companies to adopt income tax 
allocation procedures with respect to 
exploration and development ex- 
penses. These companies normally 
capitalize many of the costs of locat- 
ing or developing oil or gas wells and 
charge their costs to expense through 
carefully computed amortization and 
depletion charges. The substantial 
difference between tax and recorded 
income which commonly result have 
not, however, led to the development 
of an appropriate means of disclosing 
the net tax effect of the operations 
actually recorded for the year. There 
are, of course, several other reasons 
for this. For example, the percentage 
depletion allowance, the uncertain 
state of tax law, and the long period 
which frequently elapses between the 
incurring of an expense and its deduc- 
tion from taxable income all compli- 
cate the relationship between record- 
ed and taxable income. A still more 
important reason, however, may well 
be the not uncommon feeling that the 
results produced by the application of 
normal accounting principles to the 
problems of producing oil companies 
are in many ways so unsatisfactory 
that additional refinement through in- 
come tax allocation procedures is not 
warranted. 

It is, however, difficult to see that 
the situation would be made any more 
confusing or the statements any less 
valid if an attempt was made to re- 
flect the expected tax effect of the 
year's operations. On the contrary, 
some indication of the company’s tax 
status would in most cases be of great 
interest and benefit to shareholders 
and creditors. Even the admittedly 
very imperfect measurement of peri- 
odic income achieved by present pro- 


cedures would be clarified if the re- 
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ported increase in equity attributable 
to the year’s operations reflected the 
net increase after taxes, instead of 
showing a figure for income tax ex- 
pense which has been reduced by an 
unspecified amount of capital cost 
not recognized in the accounts un- 
til some future year. 


The application of the income tax 
allocation principle to producing oil 
and gas companies would involve 
only the calculation of the amount 
by which the current year’s taxes had 
been reduced by claiming exploration 
and development expenses. The 
measure of the tax saving would be, 
essentially, the excess of such ex- 
penses (plus capital cost allowances ) 
over the depreciation, depletion and 
amortization charges recorded in the 
accounts. Some further adjustments 
might be required. For example, 
costs of properties abandoned during 
the year would have to be treated as 
depletion or amortization charges for 
purposes of the calculation, any por- 
tion of the depletion charge or of 
abandonment losses relating to non- 
deductible “bonus costs” of produc- 
tive property would have to be elim- 
inated, and adjustments might be ne- 
cessary in respect of lease rentals. The 
calculation of the additional deduc- 
tions being claimed would not, how- 
ever, be very difficult once the prin- 
ciple is accepted. Even the complica- 
tion presented by the percentage de- 
pletion allowance is not difficult to 
resolve. Under present tax laws the 
allowance for depletion amounts to 
33 1/3% of the net income after all ex- 
ploration and development expenses 
have been deducted. Its effect, in 
practice, therefore, is to reduce the 
effective rate of tax by one-third. The 
tax savings to be deferred for any 
year, therefore, would be calculated 
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at two-thirds of the normal tax rate 
applied to the net reduction in tax- 
able income. 

It would not be necessary to indi- 
cate the total amount of capitalized 
exploration cost still available for fu- 
ture deduction in the accounts them- 
selves as these amounts only affect 
recorded income when they are actu- 
ally claimed for tax purposes. Such 
information would, however, be use- 
ful and easy to compute in most cases. 

It is submitted that the difficulties 
of applying the income tax procedure 
to producing oil and gas companies 
are not insuperable and that such 
statements would be more significant 
and less misleading if they reflected 
the net profit after taxes which has 
actually been earned in the period. 
The admittedly unsatisfactory nature 
of the reported profits even when ac- 
cepted accounting procedures are 
carefully adopted does not seem to 
warrant a deliberate sacrifice of what- 
ever accuracy can be obtained. 


Provisions for “Contingencies” 

The word “contingencies” is used in 
the heading of this section in the legal 
rather than the accounting sense. The 
transactions under consideration are 
those accruals and provisions made in 
the accounts to reflect actual costs of 
doing business which are treated as 
contingencies for tax purposes be- 
cause of the absence of any legal lia- 
bility or the existence of some doubt 
as to the amount involved. Typical 
examples would be accruals for peri- 
odic overhauls, guarantees, staff 
bonuses and similar items. These 
items are clearly expenses of the 
period by any normal accounting 
standards. For tax purposes, how- 


ever, they will normally only be de- 
ductible in the period in which actual- 


ly paid. Provisions for bad debts, de- 
ferred ticket sale revenue, or deferred 
profits on instalment sales contracts, to 
the extent they exceed the tax allow- 
ances, are in the same position. 

All of these provisions or accruals 
will result in the imposition of tax on 
an income greater than that recorded 
in the accounts. The extra tax cost 
will not, however, be permanent since 
in due course an offsetting deduction 
will normally arise. It would appear, 
therefore, that in all of these cases an 
allocation of income tax expense would 
be appropriate. This would involve 
the deferral of part of the tax actually 
payable in the earlier year until the 
later year when the tax saving is act- 
ually obtained. This situation is thus 
the reverse of the deferred tax reduc- 
tion since it is a tax increase which is 
deferred and objections are sometimes 
made to the procedure on the grounds 
of conservatism. In some cases this 
may be a valid objection. It seems 
less logical, however, to object on 
these grounds if a substantial amount 
of income tax reduction has already 
been deferred. Even in other cases 
it is by no means certain that a sacri- 
fice of conservatism in the interests of 
more ‘accurate income measurement 
would not be justified. 


Lease-Option Agreements 

The provisions of the Canadian In- 
come Tax Act which prescribe in 
some cases a treatment of leases 
which include an option to purchase 
as if they were outright purchases also 
produce situations in which income 
tax allocations are appropriate. In 
these cases, the lessee will record his 
rental payments as expenses when 
paid, but the only deduction allowed 
for tax purposes will be a capital cost 
allowance based on a_ hypothetical 
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total cost of the “asset” deemed to 
have been acquired. 

In almost every case this treatment 
will result in a difference between tax- 
able income and reported income and 
thus suggests the desirability of match- 
ing income taxes against reported in- 
come. Some of the differences may be 
permanent since part of the rented 
premises may be land. Such perma- 
nent disallowances do not, of course, 
involve allocation of income tax, but 
for the remainder of the difference a 
deferral of the income tax expense or 
of the income tax reduction seems to 
be called for. 

The situation discussed here is not 
very common since the tax penalty 
involved has effectively discouraged 
the inclusion of options in long-term 
leases in Canada. A slight liberaliz- 
ing of the law has also excluded some 
lease-option contracts from the treat- 
ment described. There are, how- 
ever, still some cases in which differ- 
ences arise and the desirability of in- 
come tax allocation should be consid- 


ered. 


Surplus Adjustments 

This category includes retroactive 
adjustments and those other unusual 
or non-recurring items usually taken 
direct to surplus. Whenever an item 
of income or expense is excluded 
from profit and loss and carried sep- 
arately to earned surplus, the effect of 
the item on income taxes must be con- 
sidered. Many, if not most, special 
items of this type have no effect on 
income tax and thus produce no allo- 
cation problem. In those cases where 
amounts carried direct to earned sur- 
plus do affect tax, it seems to be gen- 
erally recognized that it is the net 
effect which is to be reported. In- 
creases in income relating to former 
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years, are, as a result, usually credit- 
ed to earned surplus net of tax. Ad- 
ditional expenses or losses relating to 
prior years are not so commonly ac- 
corded this treatment. A recognition 
of the nature of the problem, how- 
ever, suggests that, as in the case of a 
profit, the significant figure in the case 
of a loss is the net reduction in equity 
after tax. 

The majority of the items carried 
direct to earned surplus involve profits 
or losses on the disposal of fixed as- 
sets. Under Canadian tax law a por- 
tion of these profits or losses often af- 
fects income tax. The special prob- 
lems created by this “recapture” of de- 
preciation are discussed separately in 
the next section. 


Recapture of Capital Cost Allowances 


Under normal circumstances when 
profits or losses on the disposal of de- 
preciable assets are reflected in net 
profit for the year, the tax effects of 
the recapture provisions in the Income 
Tax Regulations create few prob- 
lems. They do affect the amount of 
the income taxes deferred to future 
years but as long as the book profits 
or losses on disposal are regarded as 
part of the book depreciation charge 
to be compared with the amount al- 
lowable for tax purposes, the effect 
of these items will be automatically 
taken into account. This will be true 
regardless of whether the profits or 
losses are recognized immediately for 
tax purposes or deferred in the form 
of adjustments to future year’s allow- 
ances. 

On the other hand profits or losses 
on the disposal of fixed assets which 
are excluded from current income be- 
cause of their size or nature create a 
special problem of allocation. If it is 
accepted that the income tax effect of 
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profits or losses carried to earned sur- 
plus (or shown after net profit in the 
income statement) should be netted 
against them, some adjustment must 
be made for the effects of recapture. 

In the case of losses recognized im- 
mediately as tax deductions (on dis- 
posal of a whole class) no problem 
arises. The loss reflected in earned 
surplus can be reduced by the ap- 
propriate reduction in income taxes 
otherwise payable and the correct “af- 
ter tax” effect of the transaction re- 
flected in the earned surplus state- 
ment. In some cases the loss recog- 
nized for tax purposes will be less 
than that recorded in the accounts 
because capital cost allowances have 
been claimed for tax purposes in prior 
years but not recorded as deprecia- 
tion in the accounts. If the recom- 
mendations of Bulletin No. 10 have 
been followed, however, the tax sav- 
ing obtained by claiming such addi- 
tional depreciation in former years 
will have been deferred and should be 
available to offset against the loss. 
The deduction from the reported pro- 
fit of this combination of current and 
prior reductions in tax will reflect the 
actual tax saving obtained in respect 
of the assets disposal, and a correct 
income tax allocation will have been 
achieved. 

Similarly, the application of the in- 
come tax allocation principle to the 
situation which arises when capital 
profits subject to recapture are ex- 
cluded from net profit presents no 
difficulties in the cases where the re- 
captured capital cost allowances are 
taxed immediately. Even in those 


cases where the “profit” subject to 
tax is greater than the recorded profit, 
it is easy to see that the excess tax 
represents a reversal of “income tax 


deductions” deferred in prior years 
and that it must therefore be offset 
against the appropriate reduction to 
determine the net tax burden attribut- 
able to the sale. The portion of the 
recorded profit which represents the 
excess of sale price over original cost 
creates no problem of tax allocation, 
of course, because such amounts are 
not subject to tax at all. 

In those cases where the disposal 
of an asset does not lead to an im- 
mediate increase or decrease in tax, 
the proper application of the income 
tax allocation procedure is consider- 
ably more complex. When the tax on 
a “profit”, for example, will be paid 
through small reductions in the cap- 
ital cost allowances recognized for tax 
purposes in a long series of future 
years, the amount of tax involved is 
difficult to measure and the nature of 
the adjustment required is not easy to 
understand. Exploration of this as- 
pect of the problem is therefore being 
postponed to some later issue when 
sufficient space for an exhaustive dis- 
cussion will be available. 


General 


Other situations can be visualized 
in which income tax allocation would 
be appropriate. Enough has been 
said, however, to indicate that the de- 
preciation situation does not stand 
alone and that a recognition of the 
general principle involved in match- 
ing income taxes with the related rev- 
enues and expenses requires similar 
action in many other situations. In 
many cases the allocation of income 
taxes may, on balance, seem to be un- 
desirable. The decision to ignore the 
problem, however, should be decided 
on the facts of each case and not ar- 
rived at by default. 
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Tax Review 


ProFits ON UNCOMPLETED CONTRACTS 


For several years the question of 
calculating profits on uncompleted 
contracts has occasioned increasingly 
frequent verbal skirmishes between 
contractors and the Revenue. AlI- 
though it is generally agreed that 
some profit should be recognized 
annually on contracts running for 
more than two years, this appears to 
be the only area where unanimity of 
opinion may be found. In many 
cases, the whole or a substantial por- 
tion of the anticipated profit on a 
contract is held back by the owner as 
a guarantee of performance, and con- 
tractors have been reluctant to accede 
to the predilection of the taxing 
authorities to assess tax upon profits 
which may not have been earned, es- 
pecially when the funds have not 
actually been received. 


The prevailing methods used by 
contractors for estimating profits on 
long-term contracts are usually con- 
servative and with good reason. The 
construction business is bedevilled by 
risks and the impossibility of estimat- 
ing the cost with anything approach- 
ing mathematical exactitude. The 
very high mortality rate of construc- 
tion firms and the experience of con- 
tractors working on the St. Lawrence 
Seaway are proof positive of this 
point. 

The Department of National Re- 
venue understandably adheres to the 
principle of taking up profits as work 
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progresses, and is often reluctant to 
accept the conservative method used 
by the contractors. In some instances 
it will even insist upon profits being 
taken up on contracts that run for less 
than two years, which often clashes 
with previously accepted practice. 
The result, of course, is a continual 
difference of opinion between the 
Revenue and the taxpayers, not only 
concerning the principle of recogniz- 
ing profits, but also in the practical 
application of the various methods. 
Such knowledge as one has of assess- 
ing practices would seem to indicate 
inconsistencies in application by the 
Department itself. In the past, it has 
apparently accepted the “completed 
contract” method of computing profits 
for tax purposes where the contracts 
took less than two years to complete, 
but this may now be rejected 

It is probable therefore that the 
recent, judgment of the Exchequer 
Court of Canada in the case of Wilson 
& Wilson Ltd. v. M.N.R. may serve 
to bring about greater uniformity in 
the annual computation of profits on 
uncompleted contracts for tax pur- 
poses. Although the decision sus- 
tained the Minister’s antipathy to the 
“completed contract” method, it may 
well have been a Pyrrhic victory. Cer- 
tainly the judgment, if accepted by the 
Department of National Revenue, will 
be a standard reference for all con- 
tractors and may even resolve the 
problem of profit determination in an 
acceptable manner. 
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Facts of Case 

The appellant specialized in the in- 
stallation of sewers and water systems 
mainly for government and municipal 
bodies. Certain contracts required the 
appellant to supply pipe and other 
materials for the owner or main con- 
tractor, while others were for services 
only. In all cases the contracts speci- 
fied a unit price, that is, a fixed sum 
per lineal foot of work done. Typical 
contracts provided that the contractor 
was to receive monthly payments on 
account, over the term of the con- 
tract, equal to 85% or 90% of the value 
of work done and materials supplied 
in the previous month, as certified by 
the supervising engineer. 

The appellant company considered 
its contracts to be of such a hazard- 
ous nature that profits could not be 
safely anticipated, and _ therefore 
adopted the “completed contract” 
method of accounting. It did not take 
into account either the monthly pay- 
ments received on each contract or 
the expenses incurred in respect 
thereof. The Minister, being of dif- 
ferent persuasion, took the attitude 
that the progress payments were tax- 
able in the year of receipt and assess- 
ed accordingly for the years 1952, 1953 
and 1954. The Tax Appeal Board up- 
held the Minister’s assessments, and 
the company appealed to the Ex- 
chequer Court, the judgment of which 
is discussed below. 


Completed Contract Method 

The appellant’s arguments in sup- 
port of the completed contract meth- 
od hinged on the nature of its busi- 
ness and the risks involved. As is in- 
evitable in discussions on this point, 
the appellant was confronted with 
the question of how a single contract 
for the erection of a building would 


be treated if its construction took sev- 
eral years. The appellant argued that 
it would be proper to defer all re- 
ceipts and expenditures until the work 
was completed and holdbacks re- 
leased, even if monthly progress pay- 
ments were received over the term of 
the contract. The learned judge ob- 
served that this method of accounting 
might be useful to the company to 
show accurately the profit on a par- 
ticular contract, but it was completely 
wrong, in his opinion, when used for 
the purpose of computing the income 
of the taxpayer for a taxation year. 


It is on the question of the period 
for which accounts of a business must 
be made up that the completed con- 
tract method would appear to fail. 
It was pointed out that section 3 of 
the Income Tax Act states that the 
income of a taxpayer is his income for 
the year, including income from a 
business, and that section 4 defines 
income from a business to be the 
profit therefrom for a taxation year. 

Dealing first with the progress pay- 
ments of 85% or 90% received by the 
appellant, Mr. Justice Cameron found 
that they constituted income in the 
year of receipt. He dismissed the sug- 
gestion that they were similar to bank 
loans to assist the company to meet 
current expenses since the owner had 
no right to recover the payments and 
the company treated them in all re- 
spects as its own property. He then 
made an observation of general in- 
terest in respect of the holdbacks: 

“It would be wholly improper to 
include them in a subsequent year 
merely because the engineer in a sub- 
sequent year gave his certificate that 
the entire work was then completed to 
his satisfaction, and released the 
holdbacks, because such payments 
were not in fact received or receivable 
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TAX REVIEW 


in the subsequent year, having al- 
ready been received. These considera- 
tions are equally applicable to the ex- 
penses made or incurred by the appel- 
lant for the purpose of gaining or 
producing income from the business 
during the year (section 12(1)(a)). 
They cannot be deducted from in- 
come in a subsequent year because 
they were not made or incurred in a 
subsequent year.” 


Treatment of Receipts 

Having dealt with the matter of 
progress payments, the court then 
considered the Minister’s submission 
that all progress estimates (including 
holdbacks) rendered or billed during 
a year were income on the date the 
sums payable under the engineer’s 
certificates became a debt due to the 
appellant, notwithstanding that they 
were not paid or payable in the year. 
This submission excluded from the 
computation of income in any given 
year the value of work done or ma- 
terials supplied if billings and engi- 
neer’s certificates therefor were not 
rendered or issued in that year. To 
decide whether this was correct for 
1953 and 1954, the court referred to 
section 85B(1)(b) effective from 
1953, which reads as follows: 

“In computing the income of a tax- 
payer for a taxation year every 
amount receivable in respect of prop- 
erty sold or services rendered in the 
course of the business in the year shall 
be included notwithstanding that the 
amount is not receivable until a sub- 
sequent year unless the method 
adopted by the taxpayer for comput- 
ing income from the business and ac- 
cepted for the purpose of this Part 
does not require him to include any 
amount receivable in computing his 
income for a taxation year unless it 
has been received in the year.” 
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The word “receivable” is not de- 
fined in the Act, and the court con- 
cluded that it bears the ordinary 
meaning “to be received”. It was also 
held that the section extends the 
ordinary concept of “income” in rela- 
tion to a business so that for 1953 and 
subsequent taxation years, every 
amount to be received for property 
sold or services rendered in the course 
of business in the year must be in- 
cluded in income in that year, regard- 
less of whether it is earned or not. 
This inclusion in income is subject, of 
course, to the deduction of a reason- 
able “reserve” in appropriate cases. 
Mr. Justice Cameron then went on to 
state that in his view “the paragraph 
expressly requires that there shall be 
included in the computation of in- 
come of the appellant for the years 
commencing 1958, the full amount to 
be received for property sold or ser- 
vices rendered up to December 31, 
whether or not it has been then certi- 
fied by the engineer’s progress certif- 
icate”. 

Different considerations were found 
to apply to the year prior to the enact- 
ment of section 85B(1)(b), but as 
these are only of historical interest, it 
will be sufficient to say that the appel- 
lant was required to bring into income 
only amounts actually received in that 
year. 

Had the judgment ended on this 
point, the construction industry would 
have had small cause for rejoicing. 
However, having dealt with the credit 
side of the ledger, the judge turned to 
consider the debit side. 


Valuation of Inventories 

The second submission by the Min- 
ister was that in determining job costs 
to be deducted from progress esti- 
mates, opening and closing inventories 
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of materials and work-in-process, for 
which no progress estimates had been 
rendered at the beginning and the end 
of each year, had to be taken into 
account. Also, it was submitted that 
the materials were to be valued at 
“the lower of value or cost . . .” and 
work-in-process at cost. The court 
pointed out that in most cases ma- 
terials were supplied to the appellant 
on the job site only as required, and 
that inventory was not stockpiled for 
resale. Consequently it concluded 
that the general principles of valua- 
tion of inventory applicable to mer- 
chants, manufacturers and traders was 
without application to this case. 


Job Costs 

On the matter of job costs, the tax- 
payer had the unexpected pleasure of 
witnessing the Minister being impaled 
on his own sword. Section 12(1)(a) 
of the Income Tax Act states that, “in 
computing income, no deduction shall 
be made in respect of an outlay or 
expense except to the extent that it 
was made or incurred by the taxpayer 
for the purpose of gaining or produc- 
ing income from property or a busi- 
ness of the taxpayer”. The court re- 
iterated that expenses do not have to 
be linked to income and that to be 
deductible it is sufficient to show that 
they are made for the purpose of 
gaining or producing income from a 
business. In this regard the following 
comments were made: 

“Now it cannot be disputed that all 
the outlays or expenses made or in- 
curred by the appellant (and as set 
out in the records) from January 1 to 
December 81 in each of the taxation 
years in question, were made or in- 
curred for the purpose of gaining or 
producing income from its business, 
and included therein are not only 
wages and salaries, but such items as 





general administration and expense, 
moving-on costs, materials, and erec- 
tion of work shacks at the job site for 
the employees. I cannot see that their 
deductibility is to be determined by 
references to the fact that the engi- 
neer’s certificate for work completed 
did not issue until the following Jan- 
uary or later. In my view, they are 
therefore deductible in full in the year 
in which they were made or incur- 
red, and not in any subsequent year.” 

The foregoing statement speaks for 
itself. 


Judgment 

Although the judgment in this case 
may drive another wedge into the 
gap between the determination of in- 
come for accounting and for tax pur- 
poses, it strikes a balance between the 
“completed contract” and “progress” 
methods. While it forces the inclusion 
in income of all progress payments 
and billings, it permits the deduction 
of all costs and therefore removes the 
problem of profit determination on 
specific contracts. If the Minister is 
prepared to accept this basis as a 
proper method of tax accounting for 
contractors, the tax problems which 
have beset this industry ought to be 
reduced immeasurably, at least inso- 
far as the calculations are concerned. 


Mr. Justice Cameron’s interpreta- 
tion of section 85B will doubtless be 
of general interest to accountants and 
lawyers as it would seem to settle any 
controversy as to the intention of 
Parliament in enacting it. In some 
quarters the opinion was held that it 
swept into income all amounts re- 
ceived or receivable in the year 
whether or not they had any relation- 
ship to the final profit figure. Others 
subscribed to the view that the only 
items which are to be included in 
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income for tax purposes are those re- 
ceived or receivable during the year, 
and which have the quality of income. 
The assumption seemed to be that 
section 85B was enacted to indicate 
clearly the tax treatment to be ac- 
corded returnable containers, unused 
milk tickets and the like, and that it 
did not enlarge the ordinary concept 
of “income”. On this latter point the 
court was convinced that it did. 

Perhaps of farther-reaching  sig- 
nificance is the interpretation given 
to section 12(1)(a) in that it could 
apply to reduce the imnact of section 
85B and render it much less formid- 
able than it would be otherwise. It is 
truly amazing that the one slim 
volume known as the Income Tax Act 
should contain such an inexhaustible 
supply of secrets. 


RECENT TAX CASES 


Oil Options 

Western Minerals Ltd. and Western 
Leaseholds Ltd. were incorporated in 
1944 and were owned and controlled 
by the same shareholders. Western 
Minerals acquired freehold mineral 
rights, and Western Leaseholds was 
given the right to lease all or any of 
these on a 10% royalty basis. By 
arrangement with Minerals, Lease- 
holds granted Shell Oil and Im- 
perial Oil options to purchase the 
mineral rights on a portion of the 
acreage for some $280,000 in total. 
Some of these options were subse- 
quently exercised, and the company 
received further amounts totalling 
nearly $2 million. There were, of 
course, other options and arrange- 
ments, but the ones mentioned herein 
were the most important. 

The Minister of National Revenue 
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ruled that all the amounts received 
were income subject to tax, as did the 
Exchequer Court and the Supreme 
Court. The latter court found that 
the amounts in question were profits 
realized from the business of dealing 
in mineral rights. It was contem- 
plated that by granting sub-leases, 
reservations or options or otherwise 
turning to profitable account the 
rights held by Leaseholds, money 
might be realized which would enable 
it to eventually produce and market 
oil. Consistent with these declared 
objects, the company carried on the 
business of dealing in these rights 
with a view to profit. The profits or 
gains were therefore held to be tax- 
able. 

At the same time, the Supreme 
Court held that a payment by Lease- 
holds to Minerals of some $234,000 
was taxable in the hands of the latter. 
The payment arose because Minerals 
had leased certain acreage to Imperial 
Oil at the request of Leaseholds on a 
9% royalty basis. Since the agreement 
between Leaseholds and Minerals 
called for a 10% royalty to be paid to 
Minerals, Leaseholds felt bound to 
make up the difference and according- 
ly paid the $234,000. While it was 
under no obligation to pay this 
amount (since the lease was between 
Minerals and Imperial Oil) the court 
found that the money constituted tax- 
able income in the hands of the re- 
cipient because it represented money 
received in the ordinary course of its 
business of dealing in mineral rights 
with a view to profit. 

(Western Leaseholds Ltd. v. M.N.R. 
and Western Minerals Ltd. v. M.N.R.) 


Benefits to Shareholders 


The Tax Appeal Board ruled that 
the controlling shareholder of a hold- 
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ing company had received a taxable 
benefit when he purchased from the 
company a Cadillac for $2,700 less 
than it had cost the company a year 
earlier. It was also held that the costs 
of running the car constituted a tax- 
able benefit as the appellant failed to 
show that the automobile was neces- 
sary for the business. 

(Seeley v. M.N.R.) 


U.S. Company Taxable in Canada 


The appellant was a U.S. company 
which participated in the construction 
of the Toronto subway and other 
large projects in Ontario. The com- 
pany, in conjunction with other con- 
struction firms, undertook the work on 
a joint venture basis which left little 
doubt that a partnership existed in 
Canada. The Tax Appeal Board ruled 
that it was subject to tax in Canada 
upon its Canadian profits because the 
company had a permanent establish- 
ment in Canada — the offices of the 
partnership. The appellant argued 
that the offices of the partnership did 





not constitute a permanent establish- 
ment of its own but this was not ac- 
cepted. Moreover, since there was 
more than $600,000 worth of equip- 
ment used in Canada, this in itself 
constituted a permanent establish- 
ment. 

(No. 630 v. M.N.R.) 


Bonus Payments 
The Tax Appeal Board has ruled 
that a bonus paid in order to ex- 
tinguish a mortgage loan before its 
maturity is not deductible from in- 
come. The Board ruled that the 
bonus did not accrue from day to day; 
it was a set amount payable irrespect- 
ive of the period of time during 
which the company had the use of the 
money. Accordingly, it was not addi- 
tional interest, but a payment on 
account of capital. The calculation of 
the bonus in terms of six month’s in- 
terest was merely a yardstick for de- 
termination of the amount and did not 
alter its character. 
(No. 642 v. M.N.R.) 
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MAGAZINE ARTICLES 


ACCOUNTING 


“PITFALLS OF CasH Basis FOR EM- 
PLOYEE Funps” by John H. Regazzi. 
The Journal of Accountancy, February 
1960, pp. 47-51. 


The author of this article, a practis- 
ing public accountant, states that fin- 
ancial statements of welfare and pen- 
sion funds reflecting cash transactions 
only are inadequate. Material differ- 
ences between cash basis and accrual 
basis statements arise, he says, be- 
cause of the nature of the transactions 
most frequently encountered by funds. 
The failure to record contributions 
and premium refunds which were re- 
ceivable at the year end resulted, 
in the case of one fund, in understat- 
ing operating results by $65,000 ( $40,- 
000 instead of $105,000) and net as- 
sets by $75,000 ($140,000 instead of 
$215,000). 

Contributions from emplcyers and 
benefits granted to employees and 
their dependants are sources of sub- 
stantial differences between the cash 
and accrual bases, Mr. Regazzi states. 
Security transactions and administra- 
tive expenses also create differences 
between the two bases of reporting. 


The inherent danger that interested 
parties may rely on cash basis state- 
ments as indicative of the financial 
position and operating results of wel- 
fare and pension funds constitutes, in 


BY PETER C. BRIANT, PH.D., C.A. 


Regazzi’s opinion, a cogent reason 
for requiring that the statements of 
these funds be prepared on the ac- 
crual basis of accounting. 


FINANCE 


“UNDERSTANDING LEASE FINANCING” 
by J. Fred Weston and Rupert Craig. 
California Management Review, Win- 
ter 1960, pp. 67-75. 

This paper outlines the characteris- 
tics of the lease as a financing device 
and illustrates numerically the sources 
of the financial advantages and dis- 
advantages of leasing from the view- 
point of the lessor and the lessee. 

In appraising the lease as a form 
of financing, the authors emphasize 
that the contract uses up debt carry- 
ing ability and that the rental is a 
fixed obligation. Thus, a large, strong 
firm with access to the capital mark- 
ets is not likely to find leasing ad- 
vantageous unless important tax ad- 
vantages are involved. 

Because of the importance of resi- 
dual value they conclude that it is 
generally advantageous to a firm to 
own land and buildings. On the other 
hand, because of the obsolescence 
factor, residual values in ownership 
of equipment are not likely to run to 
high levels so that it may be more 
advantageous for a firm to rent its 
equipment. However, where equip- 
ment is standard and has a long life 
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and the danger of obsolescence is 
small, they tend to favour ownership 
over leasing. Such equipment, they 
state, can be substantially replaced 
through repairs and maintenance over 
a three to four year period, and the 
expenses are deductible for tax pur- 
poses. By this method, a firm obtains 
a more rapid acceleration of deprecia- 
tion in computing its taxable income 
than it could obtain by renting. 


“Sizinc Up New Acouisitions” by 
Robert G. Sproul Jr. The Manage- 
ment Review, February 1960, p. 28 
et seq. 

Companies contemplating expansion 
by the acquisition of other going con- 
cerns will find this article by a prac- 
tising attorney a worthwhile source of 
general principles and specific sug- 
gestions for conducting such acquisi- 
tions. 

The author stresses the importance 
of establishing long-range goals and 
objectives before embarking on an 
expansion program and of setting 
criteria for selecting acquisition pros- 
pects for detailed consideration. Eight 
out of ten prospects can be quickly 
eliminated without any detailed eva- 
luation, he says, because (1) they 
are incurably unsound; or (2) they do 
not fit in with the expanding com- 
pany’s objectives; or (3) the asking 
price, when compared with published 
financial information, is obviously ex- 
cessive. 

Following the initial screening, 
writes Sproul, a detailed examination 
should be conducted to answer the 
questions: What is being offered for 
sale? Why should it be acquired? 
What is it worth? On what terms will 
the acquisition be accomplished? The 
detailed information that management 
will have to obtain to answer these 
questions is conveniently set forth in 








an “Acquisition Check List”. This list 
itemizes 95 points of importance re- 
lating to finance, sales, manufacturing 
and other areas. 

Of interest from the accounting 
viewpoint is the author’s observation 
that a conservative valuation based on 
the vendor’s adjusted financial state- 
ments is more reliable than a much 
higher valuation based on projected 
future earnings. If management’s 
forecasts are too far out of line with 
the recently recorded financial history 
of the seller's company, he writes, 
management may find that the busi- 
ness acquired does not contain basic 
values that have any relation to the 
price paid. 


MANAGEMENT 
“THE ROLE OF ACCOUNTING IN DECI- 
ston Makino” by Ronello B. Lewis. 
The Accounting Review, January 1960, 
pp. 37-44. 

Most of the common mistakes bu- 
sinesses are making today can be 
avoided by a system of good financial 
reporting and financial analysis, ac- 
cording to the author of this article. 
It is the accountant’s job to perform 
these functions for management, he 
continues, and to participate in the 
decision-making process in this way. 

Budgetary control and long-term 
planning programs are ineffective, in 
Lewis's opinion, unless they are sup- 
plemented by financial analysis. This 
calls, first, for the selection of a prob- 
lem or series of problems to be re- 
viewed and studied; then, the finding 
and weighing of alternatives relating 
to each problem; and finally, decision 
and action. The investment require- 
ments and profit expectations under 
each possible alternative are the es- 
sential ingredients of the analysis. 
Stressing the virtues of simplicity in 
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financial analysis, the author recom- 
mends using the return on investment 
formula which divides book net in- 
come by gross investment. The in- 
vestor’s approach and other averaging 
formulas are admittedly more accur- 
ate. But they are complex and diff- 
cult and, in Lewis’s view, are hard 
to read and interpret. Worst of all, 
he says, the investor's method is 
thoroughly unsatisfactory for control 
follow-up. It is difficult to compare 
the actual rate of return against the 
budgeted rate from year to year. In- 
stead, to test actual performance 
against the rate of return projected 
under the investor’s formula, it is ne- 
cessary to wait until the end of the 
property’s life cycle. The accountant’s 
formula, on the other hand, errs only 
slightly from the mathematically cor- 
rect answer, and the error is safely 
on the side of conservatism. Further- 
more, the method permits compari- 
sons between divisional performances, 
between budgeted and actual figures, 
and performances from year to year; 
and it is a formula that everyone can 
understand. 


“Reports WHICH MANAGEMENTS FIND 
Mosr Uservut.” Accounting Practice 
Report No. 9; N.A.A. Bulletin, Sect. 
8, February 1960, 31 pages. 

This publication, which is a sum- 
mary of the views of 61 contributing 
authors, presents and discusses 20 ac- 
counting reports found most useful 
in the management of manufacturing 
companies, and gives attention to fea- 
tures of a limited number of others. 
The reports are of several types and 
are dealt with in the following order: 
income statements, “significant figure” 
statements, product activity reports, 
labour performance information, de- 
partmental expense summary, and pro- 
ject cost reports. 


407 


Promptness, simplicity, comparisons 
and other indicators, stressed by the 
authors as the criteria of good report- 
ing, are exemplified in most reports. 
The reports also have in common 
that they are interim reports issued 
primarily to assist in control of opera- 
tions. 

Interim income statements are con- 
sidered by the contributing authors 
to be the most useful of all reports. 
Those illustrated in this summary are 
classified as conventional, direct cost- 
ing, advance or “flash” reports, and 
top-of-the-package income statements. 
Further variants include condensation 
in a report letter, gross profit by ma- 
chines, and a profit-volume graph 
constructed to provide interim read- 
ings of profit for the month to cor- 
relate with changes from planned 
volume. Format is invariably compar- 
ative against budget, plan, or other 
standard, and several descriptions in- 
clude analyses of change in profit 
results from those planned. 


BOOK REVIEWS 


“Tilustrations of Management Ac- 
counts in Practice” by A. G. B. Bur- 
ney; published by Gee & Co. (Pub.) 
Ltd., London; 126 pages; £1/10/9d. 
This book is a development from a 
paper delivered by the author, who is 
a practising accountant in England, 
to a Conference on Management Ac- 
counting organized by the London 
and District Society of Chartered Ac- 
countants in November 1956. 


The author discusses briefly the re- 
quirements of management reports as 
distinct from shareholders’ reports, 
summarizing the difference as follows: 

I should like to stress that the essence 
of management accounts is to obtain in 
good time information of an accuracy 
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sufficient to control the operations of the 
business. It is no good striving for com- 
plete accuracy if this involves the ac- 
counts being produced too late for 
effective action to be taken. 


In the second place management ac- 
counts usually compare actual results 
with predetermined standards of cost and 
budgets, whereas most shareholders’ ac- 
counts compare the results for any period 
with those of a previous period. 


The third main point of difference is 
that management accounts are designed 
to show an analysis of the results of the 
business by department and cost centres, 
whereas shareholders’ accounts are usual- 
ly built up from figures analyzed only 
under expense headings. Thus, manage- 
ment accounts enable actual results to be 
compared with standard cost and budgets 
by departments and cost centres, and 
the differences of variances disclosed by 
this comparison can then be further 
analyzed under suitable headings. 


The author then outlines the 
monthly reporting system of a med- 
ium-sized client who has installed a 
fairly complete standard cost and 
budget control system. Starting with 
the monthly “Profit and Loss Account” 
it is possible for management to spot 
variations in costs from the budget or 
plan and to trace such variations back 
to the department or section respon- 
sible for them. One possible criticism 
of the reporting system as outlined, 
however, is that there is no one state- 
ment which shows the variation in 
actual net profit from the planned net 
profit for a period. The reason for 
this is that, while the “Profit and 
Loss Account” shows the departure of 
actual costs from standards, the dif- 
ference between actual and forecast 
sales is left to a subsidiary statement 
dealing with this subject. Subsidiary 
operating statements are prepared for 
each department so that junior and in- 
termediate supervisors are monthly 


advised as to their progress in follow- 
ing the plan for the year. These sub- 
sidiary reports are simple and con- 
centrate on expenditures within the 
control of the level of supervision to 
whom they are directed. Variations in 
wages are analyzed between those 
due to wage rates and those due to 
efficiency; variations in expenses are 
analyzed between those accounted for 
by changes in volume and those not 
due to this cause. 

Reference is also made to a number 
of other management reports encoun- 
tered by the author in his auditing 
experience. The last half of the book 
is devoted to a detailed description of 
an operating standard cost accounting 
system. 

While there is nothing particularly 
new in the presentation, this book ex- 
plains systems and reports actually 
in operation which could readily be 
adapted to fulfil the needs of many 
small companies. For the accountant 
desiring useable information on man- 
agement accounting, a perusal of the 
contents will be rewarding. 


J. W. Crowe, C.A. 
Montreal, Quebec 


“Costs and Prices” (2nd ed.), by S. R. 

rown, LL.B., F.C.A.; published by 
The Law Book Co. of Australasia Pty. 
Ltd.; available in Canada from The 
Carswell Co. Ltd., Toronto; 304 
pages; $7.25 /~ ~ 

The first edition of this book re- 
ceived the gold medal of the Austra- 
lian Society of Accountants as being 
the most meritorious work on ac- 
counting produced during the five 
years ended September 30, 1957. 

From the title, it almost appears 
to be a treatise on economic theory, 
and this is the tenor of the first two 
chapters which comprise a scholarly 
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synthesis of the views of economists 
and accountants as they relate to 
pricing situations, and the varying 
influence of costs in the determination 
of prices. In this regard, the work 
fills an obvious gap in the present 
body of accounting literature. 


Chapter 3 on the influence of vol- 
ume is a fairly exhaustive treatment 
of break-even theory, including the 
mechanics underlying the construc- 
tion of break-even charts of diverse 
form and complexity. The author 
wisely starts out by stating the as- 
sumpticns implicit in such theory 
that: 

1. Within a particular range of activity, 
certain of the costs incurred will not 
vary with volume in that range. 

2. The remainder of the costs incurred will 
vary with volume in that range. 


Too often this caveat — that fixed 
costs can only be assumed to be con- 
stant throughout the particular range 
under consideration — is missing from 
many articles on the subject. Never- 
theless, one of the conclusions of this 
part will be re-assuring to those ac- 
countants who make extensive use of 
such charts, namely, that a linear total 
cost function is usually an acceptable 
approximation for break-even analy- 
sis. 

Chapter 4 on differential cost con- 
tains a careful exposition of this prin- 
ciple and its application to various 
practical problems, e.g. dumping, 
alternative plant proposals, shut-down 
decisions. 

The remainder of the book is a 
mixture of topics, most of which will 
be familiar to the industrial account- 
ant or the student of cost accounting. 
This rather detracts from the homo- 
geneity of the work unless it is con- 
sidered to be a textbook written with 


an eye on the examinations of the 
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Australasian Institute of Cost Ac- 
countants, an impression which is 
re-inforced by the number of exam- 
ination questions of that body which 
are quoted at the end of the second 
and subsequent chapters. 


There is much matter in a rela- 
tively short space, and outside the 
“Cost Accountants’ Handbook” edited 
by Theodore Lang (The Ronald 
Press Co., New York), one is not 
likely to find such a variety of subjects 
between the covers of one volume. 
For this reason, and in view of the 
many practical examples which illus- 
trate the topics throughout the book, 
it makes an excellent reference work 
for students or accountants in indus- 
try. The fact that all the examples 
are in the sterling duo-decimal sys- 
tem should present no serious diff- 
culties for the North American reader. 


The author has drawn extensively: 
from the literature of Great Britain 
and the U.S.A. as well as Australia, 
so that the book cannot be accused 
of displaving any significant national 
bias. In fact, it contains no state- 
ment of principle with which Cana- 
dian accountants could quarrel. This 
is, perhaps, an indication of the uni- 
formity of accounting principles and 
practice prevailing throughout the 
English speaking world. 

J. W. Var, C.A., R.LA. 
Toronto, Ontario 


BOOK RECEIVED 


“Canada Year Book, 1959” published by 
the Dominion Bureau of Statistics; avail- 
able from the Queen’s Printer, Ottawa; 
1286 pages; $5.00. 

A wealth of statistical information show- 
ing the growth of the Canadian economy 
has been summarized in the latest edition 
of this publication. 








Alberta 

Murray Brener, C.A. announces the ad- 
mission to partnership of W. A. Freedman, 
C.A. The practice of the profession will be 
carried on under the name of Brener & 
Freedman, Chartered Accountants, 113a— 
8th Ave. W., Calgary. 

H. G. Norman, C.M.G., C.A. has been 
appointed chairman and director of Cham- 
pion Savings Corp. Ltd., Prudential Trust 
Co. Ltd., Champion Mutual Fund of Can. 
Ltd., and Champion & Co. Ltd., Montreal. 

Michael Zolf, C.A. and L. H. Montgom- 
ery, B.Com., C.A. announce the formation 
of a partnership. Henceforth their combined 
practices will be conducted under the firm 
“name of Zolf, Montgomery & Co., Chartered 
Accountants, with offices at 601 McLeod 
Bldg., Edmonton. 


British Columbia 

J. C. Yolland, C.A. announces the admis- 
sion of Leo Soligo, C.A. and G. J. Byers, 
C.A. to partnership in the firm of Camp- 
bell & Yolland, Chartered Accountants, 
1442 Bay Ave., Trail. E. A. Campbell, C.A. 
will remain associated with the firm in a 
consultative capacity. 

A. D. Hamilton, C.A. announces the 
opening of an office for the practice of his 
profession at 400, 837 W. Hastings St., Van- 
couver 1, 


Ontario 

F, T. Reisman, C.A. and Sydney Wag- 
man, C.A. announce the removal of their 
offices to 3768 Bathurst St. (cor. Wilson 
Ave.), Downsview. 

H. W. Kay, C.A., F. H. Sheldon, C.A. 
and Maxwell Cole, C.A. announce the for- 
mation of a partnership under the firm name 
of Kay, Sheldon, Cole & Co., Chartered Ac- 


countants, at their new offices at 8089 Bath- 
urst St., Ste. 213, Toronto 19. 

P. F. Rudson, B.Com., C.A. and Stanley 
Goldfarb, C.A. announce the formation of 
a partnership for the practice of their pro- 
fession under the firm name of Rudson, 
Goldfarb & Co., Chartered Accountants, 
with offices at 55 Bloor St. E., Toronto 5. 

Mrs. Dorothy Curzon, C.A. has been ap- 
pointed controller at the Belleville General 
Hospital. 

J. B. Crammond, C.A. has opened an of- 
fice for the practice of his profession at 
2627 Eglinton Ave. E., Scarborough. 

F. A. Lawson, C.A. has been appointed 
assistant treasurer of Charterhouse Canada 
Ltd. 

Gunn, Roberts and Co., Chartered Ac- 
countants, Toronto, and Cowan & Cowan, 
Chartered Accountants, Vancouver, an- 
nounce the amalgamation of their practices. 
The combined practice will be carried on 
in Vancouver at 424 Burrard St. The Brit- 
ish Columbia partners will be George Cow- 
an, C.A., N. S. Cowan, C.A. and Bernard 
Fahy, C.A. 


Quebec 

M. V. Breber, B.Com., C.A. has been 
appointed assistant treasurer of Canadian 
Liquid Air Co. 

R. H. Friedman, B.Com., C.A. announces 
the opening of his office for the practice of 
his profession at 4505 Brebeuf St. (cor. 
Mount Royal Ave.), Montreal. 


Saskatchewan 

Harris, Fingarson & Co., Chartered Ac- 
countants, announce that they have become 
associated with Ross, Touche & Co., Chart- 
ered Accountants, in the practice of their 
profession in the cities of Regina, Saskatoon, 
North Battleford, Edmonton and Calgary. 
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INSTITUTE NOTES 


OBITUARIES 


We regret to announce the death of the 
following members: 


JAI VICTOR MAPP: died on Febru- 
ary 18, 1960, in Toronto at the age of 65. 
Mr. Mapp was a partner in the firm of 
Henry Barber, Mapp & Mapp. He became 
a member of the Ontario Institute in 1918 
and was elected a Fellow in 1939. He also 
served on the Council of the Institute. 


B.C. INSTITUTE 


High School Graduation ( U.P.) Scholarship: 
The B.C. Institute will make available a 
scholarship of $250 to a Grade XII candi- 
date graduating from a British Columbia 
high school or similar provincial institution 
in 1960. Scholarship candidates must plan 
to enrol and continue throughout the subse- 
quent academic year in either a full-year 
program of undergraduate work at the Uni- 
versity of British Columbia or Victoria Col- 
lege, or a full Grade XIII program in the 
regular school-year session at a public 
high school in British Columbia. 


ONTARIO INSTITUTE 


Member Expelled: As required by the pro- 
visions of By-Law 60, notice is hereby given 
that Antony Willis Wint has been expelled 
from membership in the Institute of Chart- 
ered Accountants of Ontario. The Coun- 
cil ordered the expulsion under By-Law 
59(e) after a formal investigation held on 
January 14, 1960 into a charge that Mr. 
Wint was unfit to continue a member, hav- 
ing been convicted at Toronto, on October 
29, 1959 on 53 charges of attempt to de- 
fraud, contrary to the Criminal Code of 
Canada. 


QUEBEC INSTITUTE 
English-French Dictionary: A new English- 
French, French-English Dictionary of ac- 
counting terms entitled “Termes Comptables, 
Frangais-Anglais - Accounting Terms, Eng- 
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JOSEPH-ERNEST CARPENTIER: décédé 
le 9 fevrier 1960, 4 Montréal, Qué., 4 l’Age 
de 83 ans. Monsieur Carpentier fut admis 
a la Corporation des Comptables Publics 
de la Province de Québec le ler avril 1927 
et lorsque cette corporation se fusionna 
avec l'Institut des Comptables Agréés de 
Québec en 1946, il devint membre de cet 
Institut. Depuis son admission a l'Institut, 
monsieur Carpentier pratiquait sa profes- 
sion seul. 





lish-French” has been completed and is now 
in the hands of the printer. Published by the 
Quebec Institute, the new dictionary is 
based upon “Accounting Terminology”. It 
is expected that it will be available for sale 
to members in the near future. 


Convocation: On March 19, a record num- 
ber of successful candidates received their 
membership certificates from J. Emile Ma- 
heu, president of the Quebec Institute. Mr. 
Maheu also presented the Institute prizes 
and medals. J. G. Duncan, president of the 
Canadian Institute, presented C.I.C.A. med- 
als and prizes, and George G. Murray, presi- 
dent of the Students Society, presented the 
Students Society prizes. 

S. E. Bernier, C.A., Director - Taxation, 

Department of National Revenue, Montreal, 
addressed the meeting. 
Provincial Conference: Planning is well ad- 
vanced for the fourth annual conference of 
the Quebec Institute, to be held at the Uni- 
versity of Montreal on June 21 and 22. Al- 
ready functioning as the nucleus of the con- 
vention committee are Gordon I. McHale, 
chairman, Warren Chippindale and Clement 
Primeau. 


OTTAWA C.A. CLUB 


The February luncheon meeting of the 
C.A. Club of Ottawa was highlighted by 
the annual visit of the president of the On- 
tario Institute, Mr. R. B. Dale-Harris. Mr. 
Dale-Harris brought the well-attended meet- 
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Order Form 


C.1.C.A. PUBLICATIONS 


| Valuation of Private Business 


Financial Reporting in 


Canada (members $4.00) $5.00 


Mining Accounting in 
RSOIIEE be sis oceceSens 


Directory of Can. C.A.’s 


Accounting Terminology 
(members $2.00) 


Function of Management . 


and Professional Practice 


Integrated and Electronic 
Data Processing in Cana- 


Canada’s Investment Busi- 
ness 


Grain Accounting in Canada 


Municipal Finance in 
Canada 5 


(] Small Retail Store 





The Canadian 


Accounting 


Accounting for the Forest 
Product Industries 


Auditing Procedures 


Chartered Accountants 
Examinations in Canada 


Binder and Set of Research 
Bulletins ........... ; 


Binder for bulletins 


Examination Questions: 
1954, 1955, 1956, 1957 
1958, 1959 


Examination Solutions: 
DO pscecieeae 


Institute of 


Chartered Accountants, 
69 Bloor St. East, Toronto 5, Ont. 


Please send (postage prepaid) 
lications checked above. 


find remittance of $ 


Name .. 


Address 


6.00 


2.50 
2.00 


2.00 


1.75 


1.75 
1.25 


1.25 
1.25 


1.75 
1.25 


.50 


pub- 


Enclosed 





ing up to date on Institute affairs and pre- 
sented the club’s annual prizes to the three 
Ottawa students who obtained the highest 
marks in their final examinations. These 
students were J. R. Bones, H. A. Robinson 
and R. K. Stuart. Head table guests in- 
cluded the president of the Kingston C.A. 
Club and the heads of the Ottawa branches 
of the C.P.A.’s, C.G.A.’s and R.I.A.’s. 


HAMILTON AND DISTRICT C.A. 
ASSOCIATION 


The Hamilton and District Chartered Ac- 
countants Association held a dinner meeting 
on Thursday, February 25 at the Sheraton- 
Connaught Hotel in Hamilton, at which 
James Crossan spoke on “A Case Study in 
Estate Planning”. Mr. Crossan was kind 
enough to undertake this at the last minute 
when the intended speaker was prevented 
from coming due to the snow storm on that 
day. 

The following prizes were awarded for 
obtaining the highest marks in the 1959 
examinations: John C. Guza of Burlington, 
final; Charles J. Burke of St. Catharines, 
intermediate; Edward C, Stewart of Hamil- 
ton, primary. 


ONTARIO STUDENTS ASSOCIATION 


Toronto Students’ 1.B.M. Tour: Two even- 
ings in January were required to enable 
some two hundred Metropolitan Toronto 
students to tour the I.B.M. Service Bureau 
in Don Mills. 


The groups were shown a variety of ma- 
chinery by I.B.M. representatives. 


VANCOUVER STUDENTS SOCIETY 


An unprecedented number of 130. stu- 
dents attended the annual general meeting 
of the Students Society, held in the Buchan- 
an Building, U.B.C. on February 18. 

The 1960 Council is comprised as follows: 
president, Jack Rooney; vice-president, Alan 
Cockell; secretary, Terry Smythe; treasurer, 
Bob Long; committee chairmen: education, 
David Helliwell; entertainment, Norm Mac- 
Kinnon; public relations, Ray Nelson; gradu- 
ate adviser, Ted Affleck; council members at 
large: Don Clarke, Ed Lye, Rick Watts, 
Colin Black, David Craig. 
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‘CLASSIFIED ADVERTISEMENTS 


All replies to box numbers should be sent to 
The Canadian Chartered Accountant, 69 
Bloor Street East, Toronto 5, Ontario 


Closing date is 11th of preceding month 





PRACTICE WANTED by chartered ac- 
countant in Ontario, age 36, B.Comm., with 
senior industrial experience, will purchase 
or form partnership. Box 200. 


PRACTICE WANTED by Jewish charter- 
ed accountant. Purchase or succession ar- 
rangement in Toronto or Ottawa. Box 205. 


CHARTERED ACCOUNTANT (Ontario 
1957, England & Wales 1955) commencing 
practice London, England in May would 
like to meet or contact Canadian account- 
ants requiring representation in the United 
Kingdom. Box 201. 


WANTED IN BERMUDA: Young man un- 
der 35 to fill newly created post of assist- 
ant to accountant in large retail department 
store, Hamilton, Bermuda. Preference will 
be given to qualified man with auditing ex- 
perience. Excellent opportunity to progress 
in century-old establishment. This position 
offers substantial salary, employee benefits 
and pleasant working conditions in air-con- 
ditioned office. Give full details as to edu- 
cation, experience, references, present sal- 
ary, age, marital status. Please do not ap- 
ply unless you are genuinely interested in 
long-term Bermuda employment. Replies 
will be held in strict confidence, and in- 
terviews will be arranged in Toronto. Box 
1003. 


CHARTERED ACCOUNTANT desired for 
fast growing commercial finance company 
to head up auditing and investigating de- 
partment. Age preferred 26-35 years. Start- 
ing salary $6,500.00. Reply to Box 202. 


WE REQUIRE students in all years, en- 
rolled in the Chartered Accountants’ course. 
We also have openings for students who 
wish to enrol in the course. Telephone 
Wm. Eisenberg & Co., EM 3-4222, Toronto. 





GRADUATE CHARTERED ACCOUNT- 


ANT required by nation-wide Canadian 
company with headquarters in Montreal, to 
conduct large scale systems, procedures and 
organization studies in the accounting de- 
partment. Applicants should be between 
25 and 35 years of age and preference will 
be given to candidates with experience in 
these areas. Both intermediate and senior 
vacancies exist offering above average op- 
portunities for advancement. Salaries will 
be commensurate with qualifications and 
experience. Please reply, in confidence, 
outlining education, experience and salary 
expected to Box 204. 


POSITION WANTED: C.A., L.Sc.C., 35, 
fully bilingual, desires work on per diem 
basis or position leading to partnership, 
succession and/or purchase arrangement in 
Montreal. Would also consider good pros- 
pects in industry or commerce. Box 1000. 


CHARTERED ACCOUNTANT — age 26, 
1956 graduate, presently in public practice, 
desires position leading to partnership with 
small or medium-sized firm in Toronto area. 
Box 203. 


CHARTERED ACCOUNTANT, presently 
employed in industry, desires to return to 
public practice on part-time or full-time 
basis, preferably in town in South Eastern 
Ontario. Box 1001. 


RECENT GRADUATE or fifth year student 
required to manage small C.A. firm in Ot- 
tawa. Partnership prospects for young 
man with management ability who desires 
a career in public accounting. Reply in 
confidence, stating experience, age and 
other personal details to Box 206. 


CHARTERED ACCOUNTANT — 1954 
graduate, age 35, desires position offering 
responsibility and advancement, in public 
practice. Will relocate anywhere in Can- 
ada. Would also consider partnership or 
succession arrangement — has capital avail- 
able. Experience has all been in public 
practice, both as employee and manager. 
Box 207. 
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BARRISTERS AND SOLICITORS 





LOVE & LEITCH 
Barristers and Solicitors 


MACLEOD, McDERMID, DIXON, BURNS, | 


6th Floor, Hollinsworth Building - - - Calgary, Alta. 


PITBLADO, HOSKIN & COMPANY | 


Barristers and Solicitors 


900 Hamilton Building, 395 Main Street - Winnipeg 2, Man. 


STEWART, SMITH & MACKEEN 


Barristers and Solicitors 

Roy Building - - - - - - - -  &Halifax, NS. 
ROSS & ROBINSON 
Barristers and Solicitors 


Canadian Bank of Commerce Chambers - Hamilton, Ont. 


GOWLING, MacTAVISH, OSBORNE & HENDERSON 


Barristers and Solicitors 


88 Metcalfe Street - - - - - - - Ottawa 4, Ont. | 
BLAKE, CASSELS & GRAYDON 
Barristers and Solicitors 
The Canadian Bank of Commerce Building - . Toronto 1, Ont. i 
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BORDEN, ELLIOT, KELLEY & PALMER 


Barristers and Solicitors 


The Bank of Canada Building, 250 University Avenue - Toronto 1, Ont. 


WRIGHT & McTAGGART 


Barristers and Solicitors 


67 Yonge Street - - - - - + - = Toronto 1, Ont. 


HOWARD, CATE, OGILVY, BISHOP, COPE, 
PORTEOUS & HANSARD 


Advocates, Barristers and Solicitors 


Royal Bank Building - - - - - ~- Montreal 1, Que. 


PHILLIPS, BLOOMFIELD, VINEBERG & GOODMAN 


Barristers and Solicitors 


464 St. John Street - - - - - - = Montreal 1, Que. 


STIKEMAN & ELLIOTT 


Barristers and Solicitors 


505 Bank of Canada Building - < Montreal 1, Que. 


PRATTE, TREMBLAY & DECHENE 
Barristers and Solicitors 


100 Place dYouville, Suite 200 - - - Quebec, P.O. 


MacPHERSON, LESLIE & TYERMAN 
Barristers and Solicitors 


2286 Albert Street - - - - - - -=+ Regina, Sask. 
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LIFE INSURANCE 





MERTON DURANT — ROSS DURANT, C.L. U. 
We offer service based on many years of successful experience. 
Pension Plans, Estates Analysis, Employee Benefit Plans 
THE CANADA LIFE ASSURANCE COMPANY, 330 UNIVERSITY AVE., TORONTO 


JAMES B. RUSSEL, B.A., B.Com., C.LU. 
Estate Planning 


SUN LIFE OF CANADA, 60 VICTORIA ST., TORONTO 


J. MILTON BROWN — J. ROGER FLUMERFELT 
Chartered Life Underwriters 
GROUP BENEFITS BUSINESS INSURANCE ESTATE PLANNING 


LONDON LIFE INSURANCE COMPANY 
200 Sr. James St. West MONTREAL, QuéE. } 


~~" 


SAMUEL LITWIN, C.L.U. 
Estate and Business Insurance Analyst 
SUN LIFE OF CANADA 
Sun Lire BurLpinc MonTREAL, QUE. 


ELDER, DONALDSON & CROFTS 


CREATIVE ESTATE ANALYSIS BUSINESS LIFE INSURANCE EMPLOYEE BENEFITS 
BUSINESS VALUATIONS — GEO. OVENS, C.P.A. 


Licensed with The London Life Insurance Company 
Chartered Life Underwriters 55 YoNcE STREET, TORONTO, ONT. 


CHANGE OF ADDRESS 


e 
Members and students who change their address and advise 
The Canadian Institute of Chartered Accountants of such 
change should also notify their own Provincial Institute. 

, 


Periodic reconciliations of mailing lists are carried out but to 
ensure prompt receipt of all provincial Institute mail, it is 
essential that the secretary of the provincial Institute be notified 
directly. 
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for capital 
expansion 





Many industrial enterprises with good 
prospects but in need of finances will be 
started or expanded this year in a way that 
provides a sound basis for development 
through the financial assistance of the In- 


dustrial Development Bank. 
Information about I.D.B. financing in the fields of: 
e Manufacturing ¢ Repairing ¢ Processing 
¢ Transportation ¢ Construction @ Air Services 
e Packaging ¢ Engineering etc. 


can be obtained from your banker, auditor or 
lawyer or from the nearest office of the Industrial 


Development Bank listed below: 


fp INDUSTRIAL 
DEVELOPMENT BANK 


Established in 1944 by the Government of Canada to help in fi- 


‘4 


nancing new or expanding small and medium sized enterprises. 







Vancouver 1030 West Georgia St. 
Calgary 513 Eighth Ave. West 
Winnipeg 195 Portage Ave. East 


q. D. B. 


regional Toronto 250 University Ave. 
London 291 Dundas St. 
offices Montreal 901 Victoria Square 


Quebec 955 Chemin St. Louis 


NYellab ae lolita 35 Charlotte St. 
Halifax 65 Spring Garden Road 





USE THIS !)3)\.0 EQUIPMENT 


.. . Dut pay only for the time you use it. 


Companies, institutions, governments . . . anyone with accounting or 
statistical work to be done, can use IBM Data Processing Machines, (in- 
cluding the IBM 650, 704 and 705 Electronic Data Processing Machines) at 
the IBM Service Bureau on an hourly or job basis, paying only for the work 
they want done. 

Through the Bureau the benefits of the most advanced data processing pro- 
cedures in the world are secured without any capital outlay and without 
special employee training. 

The flexibility of our facilities is evidenced by the wide range of jobs 
which can be efficiently handled . . . from jobs of only one operation to 
those involving many thousands of transactions and many hours of machine 
processing. 

Your payroll accounting, invoicing, inventories, sales analyses, cost records, etc. can be 


processed with speed, accuracy and efficiency at the IBM Service Bureau. Upon 
request, an IBM representative will discuss your requirements with you confidentially. 


IBM 


SERVICE BUREAU 
DON MILLS ROAD, (TORONTO), ONTARIO, Hickory 4-251] 


Branches in principal cities. 





